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Number 7 


By Percy W. PHILLIps* 


-NHERE is a problem facing the Board in which 
your Association should be interested. From 
August, 1924, to May, 1927, a period of some- 

thing over 2% years, 27,850 appeals were filed with 
the Board of Tax Appeals. As nearly as it has 
been possible to determine the average appeal in- 
volves $15,000, and it is roughly esti- 
mated that appeals filed involve over 
$400,000,000. In the same period 
the Board has disposed of 10,444 ap- 
peals, leaving a balance of 17,406 
pending. Of this number hearings 
have been had in 1,334, leaving some 
sixteen thousand appeals unheard. 
While it is impossible to make any 
accurate statement, this condition 
would indicate to me that the Board 
is approximately three years in ar- 
rears in its calendars. At the present 
time appeals are being filed at the 
rate of more than 1,000 per month 
and disposed of at the rate of ap- 
proximately 500 per month. This is 
a serious situation which calls for 
the best thought of all parties con- 
cerned. 

In considering the situation we 
must remember that the bulk of the 
appeals relate to income and profits 
taxes. When the Board was first or- 
ganized in the summer of 1924 the 
Bureau of Internal Revenue still had pending unsettled 
many important cases going back as far as 1917. A 
great many of these have naturally come before the 
Board which thus started some years in arrears. In the 
meantime the statute of limitations has run on assess- 
ments to and including the year 1922, except where 
waivers have been filed extending the statutory time. 
It is reasonable to assume that substantially all the 
appeals which relate to the years from 1917 to 1922, 


*Member of Board of Tax Appeals. Portion of an address before 
Dane County Bar Association at Madison, Wisconsin. Mr. Phillips 
first spoke of the jurisdiction and procedure before the Board. 
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inclusive, a period of six years, which will come before 
the Board, have already been filed as well as a sub- 
stantial number relating to 1916 and to years subse- 
quent to 1922. 

Until the early part of 1926 when the statute of 
limitations expired upon assessments of 1920 and 1921 
taxes, the Board was fairly current 
with its hearings. At that time, how- 
ever, the Commissioner sent out large 
numbers of notices of additional 
taxes without full consideration, re- 
-sulting in a flood of appeals to the 
Board. Many of these cases have 
since been settled without hearing 
and many others will doubtless be 
settled in the same manner. 

It was believed that after the statute 
had expired on assessments for 1921 
and previous years, 1921 being the 
last year in which an excess profits 
tax was imposed, the volume of ap- 
peals filed would be reduced to a 
point where the Board might make 
some gain upon the accumulation. 
This hope has not been realized. As 
I said before, appeals are being filed 
at the rate of over 1,000 per month 
and disposed of by the Board at the 
rate of approximately 500 per month. 
Speaking roughly I should say that 
of each 500 cases disposed of at the 
present time 25 per cent are decided by the Board after 
hearing and considering the evidence and the balance 
are either disposed of through stipulation of the parties 
or are dismissed for want of jurisdiction, lack of prose- 
cution, or lack of sufficient evidence to warrant a deci- 
sion upon the merits. 


Various suggestions have been made to meet this 
congestion of our calendar. Some of these have been 
published and others made orally. I can do little more 
than enumerate them for your consideration. Should 
I comment on any of them you will appreciate that such 
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comments represent my own views and that I cannot 
speak for the Board or any other member. 

In the past we have averaged a production of 100 
decisions per year for each member, a record of one 
case heard, considered, written up and decided, usually 
including an opinion, every three days for each man 
on the Board. Considering that there are no jury 
cases and that written findings of fact must be made 
in every case that is not dismissed, it would seem im- 
possible to greatly increase this production record if 
we are to give each case the attention that it deserves. 
Many cases may, of course, be written up and de- 
cided in a very short space of time. There are many 
others which require several weeks in the consider- 
ation of difficult and frequently entirely new proposi- 
tions of law, for the law of income taxes in this coun- 
try may still be said to be largely a virgin field. 

Perhaps we should first consider those suggestions 
which look to an increase in the decisions of the Board 
without any change in the law. It has been suggested 
that the Board should abandon the attempt to con- 
sider as a whole the decisions of each of its members. 

There is merit in the suggestion so far as it relates 
to the review of decisions involving only questions of 
fact, but as to those decisions involving questions of 
law not previously decided by the Board, there can 
be no reasonable doubt that the decision should be 
reviewed by the entire Board. Not only is there an 
increased possibility of reaching a correct result; but 
the taxpayer and the Commissioner may rely upon the 
decision as governing future appeals, and settle their 
differences accordingly, unless it is the intention of 
one of them to make a record before the Board and 
appeal to the circuit courts. The difficulty is in de- 
termining where to draw the line in reviewing cases. 
A single member may believe that an appeal is gov- 
erned by a previous decision or that the application of 
the statute to the facts is so clear that no question 
of law is involved. A majority of the Board may 
disagree with him. It is not to be assumed that in fu- 
ture appeals the majority would consider themselves 
bound by the decision of the one member and the result 
may be as many interpretations of the law as there 
are members. This result is, of course, to be avoided if 
possible. The Board is still considering the problem. 


In this same connection it may be pointed out that 
oftentimes cases are presented which could be decided 
from the bench immediately after the hearing as justly 
as after written findings of fact are prepared. The 
law, however, requires that written findings of fact 
be made in all cases except where the appeal is dis- 
missed. It might be well to consider whether the law 
might not properly be amended but in the meantime 
there are many cases being tried in which, while a 
number of facts are proven, the proof is insufficient 
to permit a decision upon the merits and which might 
properly be dismissed upon that ground. The state- 
ment has been made that there are too many such 
cases in which the Board is making extended findings 
of fact, although deciding the case upon the basis of, 
a lack of proof of some material fact. It may well 
be that in the interests of efficiency we should increase 
the use of the power to dismiss. 


Formerly the Board sat in its hearings in divisions 
of three members. Under the Revenue Act of 1926 
hearings before one member are permitted and the 
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Board has adopted the policy of such hearings except 
in unusual cases. This has naturally had a tendency 
to increase the time available for other work. 

The Board has employed several lawyers as assist- 
ants to the members in preparing the findings of fact, 
making digests of questions of law and otherwise 
serving as an assistant would in any law office. It has 
helped to some. extent. The principal difficulty has 
been to obtain qualified men at the salary that can 
be paid under civil service. We still have openings 
for a number of such assistants if they can be found. 
However, the findings of fact, opinion, and decision 
that are written must, in the last analysis, be the work 
of the member and it is obvious that there is a limit 


to the extent to which such legal assistants can be 
used. 


Proposals Involving Statutory Changes 


Other proposals involve changes in the law. It has 
been suggested that referees or masters be appointed 
to take testimony and report their proposed findings 
of fact and decision which would then come on for 
settlement before a member of the Board. The sug- 
gestion is worth considering but involves additional 
appropriations and some assurance that qualified at- 
torneys can be secured at the salary which might be 
authorized. 

I have already mentioned the proposal that the law 
should be changed to do away with the necessity of 
making written findings of fact in every case and per- 
mitting decisions from the bench. Whether such a 
change is advisable is a matter for the Bar and for Con- 
gress to decide. It would doubtless expedite the 
work of the Board. 

Another suggestion is that a right be given taxpayers 
who have an appeal to the Board to transfer their 
appeal to the United States District Court. Such a 
procedure would doubtless lighten our calendars but 
there must be considered the burden already imposed 
upon the Federal courts and the feasibility of main- 
taining sufficient competent attorneys in each district 
to try such cases on behalf of the Government. 

I have heard the suggestion made that the law be 
changed to permit a stipulation between the tax- 
payer and the Commissioner of Internal Revenue 
extending the time within which an appeal may be 
filed with the Board. For example, there have been 
filed 1600 cases all of which involve taxability of in- 
come received by members of the Tribe of Osage 
Indians. If the legal question is finally disposed of 
adversely to the Government, the 1600 cases can be 
disposed of in the office of the Commissioner without 
any help from the Board; if adversely to the Indians, 
there would be no use in an appeal. Had there been 
provision for an agreement extending the time for an 
appeal, the expense and trouble of preparing the peti- 
tions and answers and filing and docketing them might 


have been saved to the taxpayer, the Commissioner 
and the Board. 


Even though all of the suggestions made could be 
availed of, it is extremely doubtful if the Board could 
keep current with the appeals which are being filed. 
The situation may be helped by these means and every 
suggestion to that end should be seriously considered, 
(Continued on page 268) 
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Prorating Tax Payments Out of 
First-of-the- Year Surplus 


By ARNOLD L. GUESMER* 


EAR the beginning of our Government, the 

United States Supreme Court laid down the 

rule, one of the pillars of the structure, that 
taxing statutes are to be construed strictly against the 
Government and liberally in favor of the taxpayer and 
that exactions are not to be made beyond what the 
statutes expressly and clearly import, the taxpayer be- 
ing entitled to the benefit of any doubt. That principle 
has been 'repeated by that court in many decisions, 
including its latest ones. 

The rule being crucial to individual right and liberty, 
it is everyone’s important duty to give alert attention 
to its application and zealously to contest any disre- 
gard of it in particular cases. Experience shows that 
thus only can there be kept active 
the idea that the Government can 
take money from the citizen only to 
the extent that his elected repre- 
sentatives have expressly and 
clearly given written authority, and 
that officials must stay safely with- 
in, not go to, the extreme meaning 
of words. Thus only can the tax- 
payer have practical protection 
against the inevitable psychology of 
officials, at a distance, who, though 
desiring to be fair, are constantly 
working in the difficult dual role of 
advocate and judge. 

One sometimes notices a_ten- 
dency to regard the principle re- 
ferred to, not as a Mohammedan 
does precepts of the Koran, but 
rather as he looks upon the tenets 
of some faith whose missionaries 
bore him. For this the officials are 
not overly to be blamed. No Con- 
gressional committee has ever in- 
vestigated or criticized them for collecting more than 
is due. When they make refunds, members of such 
committees get excited about the refund, but make no 
mention of the gross over-collection that made it nec- 
essary. They criticize not the injustices of the over- 
exaction in the first instance, but the correction of that 
injustice when discovered by the officials. Hence it is 
natural that some officials should be cautious about 
doing full justice, and cast doubts against the tax- 
payer, instead of for him, knowing that an over- 
collection will not be criticized by anyone except the 
taxpayer, who cannot touch them. He is an abstract 
personality far away, and can call no one on the carpet 
and ask a lot of questions about complicated matters 
long since fully threshed out, disposed of and for- 
gotten. Those with the benefit of practical experience 
in actual cases know that the revenue officials have 
been vigilant in the performance of their difficult duty ; 
that the taxpayer has to fight every inch of the way; 

*Of the Minneapolis Bar. 








and that even when he gets before a competent and 
fair official, who has been as just as he feels safe in 
being, he will usually still pay the Government some- 
what more than he really owes. 

In some instances the tendency is, in a technical 
pursuit of the last dollar, to push the law somewhat 
farther than it was built to go. This causes com- 
plexity of the tax statutes and administrative procedure 
and multiplicity of litigation. One example is the 
practice in profits tax cases (not yet out of the way) 
of reducing the taxpayer’s capital for a given year by 
deeming the taxes, paid in that year on the income 
of the preceding year, to have been paid out of Jan- 
uary 1 surplus of the payment year, though they 
were in fact paid out of the cur- 
rent earnings of the year of pay- 
ment, and though the taxpayer had 
the right to pay them out of those 
earnings or out of borrowed money, 
without drawing on _first-of-the- 
year surplus, a part of statutory 
capital. 

The purpose of this article is to 
demonstrate in a practical way (1) 
that such reduction of capital is 
fundamentally wrong, (2) that its 

legality is not established by the 
Yale & Towne decision, and (3) 
that it was not validated by Sec- 
tion 1207, 1926 Revenue Act. It is 
written with some hesitation be- 
cause this ‘magazine has already 
published on other points in this 
subject discussions whose excel- 
lence it is difficult to approach. 


Prorating Taxes Wrong 
Fundamentally 


ARNOLD L. GUESMER 


Payment of taxes, not out of January 1 surplus, but 
out of current earnings or borrowed money, precludes 
reductions in capital made by the Revenue Bureau. 
There is no warrant in either law or fact for the 
regulations providing, in effect, that the taxes on the 
income for a given year shall be deemed to have been 
paid out of the surplus at the end of that year, irre- 
spective of the fact that they were actually paid in 
the next year, out of the current earnings for that 
year, or out of borrowed money, without touching 
January 1 surplus of the year of payment, part of 
statutory capital. 


The law says that earned surplus, as it actually 
stands at the beginning of the year, can be used as 
capital invested. There is nothing in the law saying 
that the taxes paid, later in the year, for the preced- 
ing year, must be paid out of first-of-the-year surplus. 

Looking at the facts, the taxes for a given year 
are not returnable until the next year, and are not a 
liability or payable until after they become returnable. 
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Indeed, the amount of them cannot even be known 
until after the year has completely expired, and it is 
impossible to enter up the correct liability in that 
year. This would be true even if the provisions of the 
law were known in that year, because the facts cannot 
become known therein. Income may come in in the 
last minute of the year; inventories are taken after 
the year closes; and there are many other obstacles 
preventing the ascertaining of the tax during the year 
on whose income it is imposed. Even if the facts 
could be known, the law, in at least one instance, was 
not known until after the year expired. The 1918 Act 
did not become law until February, 1919. The legal 
imposition was not made until in the year following 
the taxable year, and the situation was the same as 
if there had been no law at all at the end of the tax- 
able year. 

The amount of the tax cannot be ascertained, no 
tax payment is made or accrues, or can be made or 
accrued, within the taxable year. How could there 
be accrued within the year that which cannot be ascer- 
tained therein? It is perfectly proper not to accrue an 
item not ascertainable. Also it is proper to treat such 
a tax as commercial expense in the year of payment 
rather than the year preceding. (This avoids uncer- 
tainty and complication, as later shown. ) 

In the following year, when the amount does become 
ascertainable, returnable and payable, the taxpayer is 
at liberty to make the payment out of current earnings 
or out of borrowed money, and does not have to 
draw on his)capital if he prefers not to deplete it. 
The assumption, and it is purely assumption, that it 
went out of first-of-the-year surplus, is not only ar- 
bitrary, but there is not even theoretical warrant for it. 

The fact that the tax is not a deductible item, the 
company being taxed as if there were no such tax 
payment, affords a further reason why the payments 
should not be given effect on capital in ascertaining 
the amount of the tax due the Government. The tax 
is not permitted to be used as a tax-reducing factor 
and, conversely, it should not be used as a tax-aug- 
menting factor. 


If the Congress had intended that taxes should be 
deemed to have been paid out of the surplus existing 
at the end of the taxable year, and the beginning of 
the next, it no doubt would have so specified. The 
fact that such taxes are non-deductible would very 
likely have led the members to refuse to allow them 
to be deemed arbitrarily to have been paid out of first- 
of-the-year surplus. The limited extent to which they 
were willing to go in requiring dividends to be deemed 
to have been paid out of first-of-the-year surplus is a 
further indication that they would have been against 
providing that taxes should be deemed to have been 
paid out of such surplus. 

Nothing is to be “deemed” to be different from the 
facts unless the statute clearly so specifies. Dividends 
paid during the first 60 days would not be deemed to 
have come out of first-of-the-year surplus if the law 
had not specifically so stated. Similarly, taxes can- 
not be deemed to have been paid out of that surplus, 
without a like specification. 


It is important in a specific case that the fact be 
that all Federal income taxes were paid out of cur- 
rent earnings for the year of payment or out of bor- 
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rowed money and not out of surplus existing at the 
beginning of that year. 

The facts must control, not some theoretically as- 
sumed state of facts. 

In A. R. R. 1082,-C. B. 7, 98, it was held that the 
tax on 1916 income was to be accrued against the in- 
come for that year and the capital for 1917 reduced 
accordingly. That kind of case, however, is no 
precedent for taxes on income subsequent to that of 
1916 because, while taxes on 1916 income were de- 
ductible for the purpose of getting at the taxable net in- 
come. the taxes on income for subsequent years were 
not deductible to get at net income for tax purposes. 
With the advent of the 1917 Act, the status of the 
tax’ was rapidly changed. While as to the income 
for 1916 and prior years, the tax was a factor in ascer- 
taining the amount of taxes; in years after 1916 it 
was no such factor. A 1916 precedent is no criterion 
for later years. 


Since the item is not to be given effect to reduce 
income. it should not be given effect to reduce sur- 
plus, which is the result of income. It should not be 
deemed to be in income for one tax purpose and out 
for another. This is particularly true when it is in 
fact still in surplus and has not gone out, the tax 
having been paid out of current earnings of the pay- 
ment year, or out of borrowed money. 

The law should not countenance treating the tax 
item as im income, against the taxpayer, and ‘refusing 
to treat it as still in income (accumulated income) 
when it is in his favor so to do. 


Tax Item Used Against Taxpayer Twice 


The Bureau’s practice means that the tax item is 
used against the taxpayer as a tax-augmenter twice— 
once when, by statutory authority, it is treated as be- 
ing still in income even after it has gone, and a sec- 
ond time when, without any warrant by statute or by 
fact, it is treated as being gone when it is still there. 
The statute authorizes the Bureau to use it against him 
only once and a second use is against both the statute 
and the fact. 

The Bureau’s position is inconsistent with the fact 
that the tax capital is statutory, and differs from the 
taxpayer’s commercial capital, determined according to 
the principles of accounting. In accruing against the 
income of a given year, the tax on that income (re- 
turnable and payable in the next year) the Bureau 
bases its act solely on accounting principles (as it 
claims they should be applied), not on statute. It 
overlooks that it is called on to determine not com- 
mercial, but tax statutory, capital. They are two dif- 
ferent and distinct things. In determining commer- 
cial capital, it is proper to apply against the income 
for the year commercial deductibles for the year, thus 
arriving at the commercial surplus existing at the end 
of the year and the beginning of the next year. Sim- 
ilarly, in determining tax statutory capital, it is proper 
to apply against the income for the year statutory de- 
ductions for the year, thus arriving at the statutory 
surplus existing at the end of the year and the begin- 
ning of the next year. (Statutory capital cannot be 
reduced inconsistently with statute.) The Bureau must 
be consistent; it cannot, for the time being, shut its 
eyes to the statute, and treat the matter as purely com- 
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mercial, unhampered by statute. It cannot cast out of 
surplus an item which is still there, but which it says 
should have gone out as a matter of bookkeeping 
theory, although the statute does not recognize it as a 
deductible at all, but regards accumulated income as 
still embracing it, so much ‘so that it taxes it as a 
part of the taxable income. 

The Bureau cannot blow hot and blow cold. It can- 
not, in getting at a tax dependent on two statutory 
factors—(1) statutory capital and (2) statutory in- 
come—treat the former as a purely commercial mat- 
ter and the latter alone as a statutory matter. It 
cannot in one breath assert that it is dealing with a 
purely commercial matter and in the next breath say 
that it is a statutory matter. The statute has the 
effect of modifying the entire situation as it would be 
if it had been left as a purely commercial matter. 

This would be true even if it were a commercial 
deductible. However, as already shown, the tax on 
the income of a given year is not a commercial deducti- 
ble for that year, because it is not ascertainable, 
returnable, due or payable, until the next year. There 
is no basis warranting its accrual at any time during 
the year from beginning to end. 

When the statute eliminated the tax item as a de- 
ductible, it changed its entire status. Now law, fact 
and consistency require that it be recognized as being 
legally in surplus, accumulated income, as long as it is 
still in fact there. Taking it out could be justified only 
by law or fact or both. The law regards it as never 
having gone out of income, and the facts do not take 
it out until in fact it has actually gone out. 

Indeed, the fundamental principle that the tax law 
is to be construed strictly against the Government and 
liberally in favor of the taxpayer, not only precludes 
the indulgence in any fiction or assumption not clearly 
specified (as in the case of dividends paid during the 
first 60 days of the year) but would warrant going so 
far as to say that the law, having imparted to this 
item the characteristic whereby it is legally deemed 
to be present in income though in fact absent, it must, 
for the purpose of that law, be consistently deemed to 
be present at all times. Certain it is that this rule of 
construction would not countenance using against the 
taxpayer twice an item which the law has authorized 
to be used against him only once. Certain it is also 
that, by virtue of this principle, the taxpayer is en- 
titled to make in his favor, a use which logically and 
consistently follows as a reciprocal complement of the 
prescribed use against him as a non-deductible. 

The item cannot be used against him on both sides 
of the account. If it gets into the account on the 
theory that it belongs in, it must be recognized as in 
for all purposes thereafter. If the tax item is legally 
deemed to be in income, and to stay in income, tax- 
able income, it must be legally deemed to be in surplus, 
and to remain in surplus, accumulated income. 

The tax statute is not concerned with the allocation 
of this tax non-deductible, because it does not affect 
tax income for either year. The item being a com- 
mercial, not tax, deductible, the taxpayer can use it 
as such commercial deductible in the payment year 
instead of the preceding year. No statute forbids that. 
The taxpayer can do that for any reasons which seem 
to him sufficient. He will have many good reasons, 
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among them the following: It will obviate uncertainty 
and ‘complication; in the year of payment there be- 
come known definitely the amount of the payment, 
the date made, that it was made from borrowed money 
or current earnings and the extent to which, if any, 
it was paid out of first-of-the-year surplus if current 
earnings were insufficient and borrowed money was 
absent; if, later in the year of payment, the Govern- 
ment should increase the amount of tax shown by the 
taxpayer’s return, that increased amount could be paid 
and taken care of without disturbing the preceding 
year’s books already closed; complications due to the 
many things making the amount of tax uncertain 
would be minimized; the tax not becoming ascertain- 
able or a liability until the payment year, it would be 
appropriate to allocate it to that year; and this would 
lessen and make easier the Government’s administra- 
tive work. If, knowing that a tax in some amount 
would become obligatory in the year of payment, the 
taxpayer should want to set aside in the preceding 
year a fund to protect against the contingency that 
the current earnings of the payment year might not 
at the due date equal the tax payable, he could, if he 
wanted to, set aside a fund to be drawn on in the 
event of such contingency. Whether that fund be 
called a reserve or something else, it is not a reduc- 
tion of the surplus, but a mere transfer of a part 
thereof from the surplus account to an account with 
another label, so that the surplus is then found in two 
accounts instead of one—it is carried in two pockets 
instead of one. It does not leave the treasury. It is 
like putting aside money for some other contingency 
in sight for the next year which may require a sum, 
as yet unknown, over and above the current earn- 
ings of the next year. The taxpayer is merely putting 
that much money in the safe where he can draw on it 
if he needs to. The taxpayer can treat the income 
tax item as a commercial deductible in the year of pay- 
ment, if he wants to, and no statute says him nay. 
There is no inexorable principle of accounting which 
debars him. He is free to act in accordance with his 
judgment and common sense preference. 


All of the foregoing is true in any case, including 
that of an accrual corporation, wherein the taxpayer 
does not actually make the tax payments out of first- 
of-the-year surplus. A cash basis corporation should 
not even have to resort to any argument, because the 
Bureau’s practice depends on the theory that the tax 
on the income of a given year should be accrued 
against that year’s income, and that theory could not 
possibly apply to a cash basis taxpayer. Accrual does 
not touch it. 


The Yale & Towne Decision Does Not Make Legal 
the Capital Reduction 


In U. S. v. Yale & Towne Manufacturing Company, 
46 S. C. R. 131, the Supreme Court had under con- 
sideration the question whether a munitions tax should 
be allocated in 1916, when the munitions business was 
done, or in 1917, when the tax was returnable and 
payable. The taxpayer had accrued these taxes in 
1916 and had returned and paid them in 1917. It did 
not use them as a deductible in making its return of 
1916 income, but sought to use them as a deductible 
from its 1917 income. The taxpayer claimed, in re- 
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spect to its income tax, that the munitions tax was 
deductible in 1917 and not in 1916. The case turned 
on the provision in the 1916 Act to the effect that a 
corporation keeping its accounts upon any basis other 
than that of actual receipts and disbursements may 
make its return upon the basis upon which its accounts 
are kept, “‘in which case the tax shall be computed 
upon its income as so returned.” In this instance, the 
taxpayer had kept its books on the accrual basis and 
had made its return on that basis, except that it had 
omitted to deduct from its 1916 income the munitions 
tax which it had accrued on its books for 1916. The 
court said, 


“In a technical, legal sense it may be argued that a tax 
does not accrue until it has been assessed and become due; but 
it is also true that in advance of the assessment of a tax, 
all the events may occur which fix the amount of the tax 
* * * In this respect, for purposes of accounting and of ascer- 
taining true income for a given accounting period, the muni- 
tions tax here in question did not stand on any different foot- 
ing than other accrued expenses appearing on the appellee’s 
books. In the economic .and bookkeeping sense with which 
the statute and treasury decision were concerned, the taxes had 
accrued.” (Italics mine.) 


Note that the munitions tax was deemed accrued for 
the purpose “of ascertaining true income for a given 
accounting period.” Note also that the munitions tax 
was ascertainable and was ascertained in 1916. 


Obviously the decision cited could have no applica- 
tion to a cash basis taxpayer, because it has no ac- 
cruals. Also in the case of accrual corporations, it ts 
not determinative of the capital question under con- 
sideration, which is an entirely different one, to which 
are applicable many important considerations and fac- 
tors not present in the case decided. The determina- 
tion of questions under the revenue acts abounds in 
close distinctions. ‘This makes it necessary to be 
cautious about regarding a decision on one question 
as a precedent determining the solution of a different 
kind of problem. In this instance the distinction is 
not close, but appears obvious. 

a. There is not involved in the kind of case we 
are considering the question dealt with in that case, 
nor was there involved in that case the question 
presented in this one. In that case the question was 
one of allocation of a deductible. The question was 
whether a munitions tax item, deductible in getting at 
tax income, should be allocated in 1916, when the 
munitions were sold, or in 1917, when the munitions 
tax was returnable and payable, and was returned and 
paid. The court was dealing with an income question, 
and with determining whether the deductible should 
be allocated to 1916 income or that of 1917. No 
question of invested capital was presented. 

b. In that case, the tax being a deductible, it was 
of importance, from an income standpoint, for the 
court to deal with the question of allocating it. In 
this instance, the tax not being a deductible, the court 
is not called upon to deal with its allocation. In that 
case there was crucial reason for the allocation of the 
tax; in this case there is none. The task presented to 
the court in that case is not present in this. Determina- 
tion of taxable income is one thing; determination 
of statutory capital is another. 

c. It must not be overlooked that the munitions 
tax was an excise tax on the privilege of doing the 
year’s business of this kind. 











In the kind of case under examination there would 
not be applicable the court’s reason that consistency 
requires that the tax item be accrued along with all 
other accrued deductibles ; not being a deductible, it is 
immaterial that it is not accrued against the income 
for the year preceding the payment year. Also it is 
not a payment for the year’s privilege of doing a 
particular kind of business so as to be an expense of 
the year. 


d. The tax item under consideration would not 
have to be accrued against the income for the year 
preceding tax payment, because, unlike the munitions 
tax, that tax is not ascertained until the year of pay- 
ment. This point is shown to be of moment by the 
decision in the case cited, particularly in the discussion 
therein of the decision in U. S. v. Woodward. The 
court said, 

“It did not appear * * * whether, as here, events had oc- 
curred before the tax became due, which fixed the amount of 
it, for it did not appear whether the deductions to be made 
from the testator’s gross estate were ascertainable for the pur- 
pose of determining the estate tax.” (46 S. C. R. 134.) (Italics 
mine. ) 

e. It would not be necessary to accrue the tax for 
the reason that it is not an expense “attributable to the 
production of the income during the year.” It is not a 
liability, “such as the munitions tax, incurred in the 
process of creating income.” It is different from the 
munitions tax, which, being a tax on munitions, is a 
liability peculiar to the production of them, and could 
be said to be a cost or expense “attributable to the 
production of the income during the year” and a 
liability “incurred in the process of creating income” 
derived from munitions. (See 46 S. C. R. 134.) 


f. It would not be necessary. to accrue this tax to 
comply with the Federal income tax law after 1916 
because, not being a deductible, it is an immaterial 
item under that law. That law shuts its eyes upon that 
item and proceeds to tax as if this outgo did not exist. 
That law, having excluded it from the equation, cannot 
require that it be accrued. 


g. The court, under the Bureau’s theory, would be 
asked to hold that the statute requires that an item 
which the statute has expressly made a non-deductible 
from income shall be treated as a deductible from 
earned surplus, accumulated income; that the statute, 
which forbids the deduction of the item from statutory 
income, requires the deduction thereof from statutory 
earned surplus, a part of statutory capital; that an 
item which the law makes a statutory non-deductible, 
in respect to income, must be treated as a commercial 
deductible in respect to surplus, which consists of 
income. 

The decision cited is itself directly against such a 
holding because the crux thereof is that there must 
be consistency in respect to the item dealt with under 
the law. 

Since the statute makes the item a non-deductible 
in getting at the year’s taxable income, it follows that 
the item must be treated as a non-deductible from the 
surplus at the end of the year, accumulated income. 
Theoretical assumption that it has gone out is barred. 

h. The statute having created a statutory income 
and a statutory capital, of which earned surplus is a 
part, the statutory non-deductible should not be treated 
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from a statutory standpoint in one breath and from a 
commercial standpoint in the next breath. 

i. The statute says that the item shall be used 
against the taxpayer once, as a non-deductible from 
income, but, on the Bureau’s theory, the court would 
be called on to use it against the taxpayer a second 
time by applying it in reduction of capital for the 
following year. This does not logically follow from 
the non-deductibility from income, is not specified in 
the statute, and is against the fact that the item does 
not in fact go out of surplus, a part of capital. 

j. In the case cited, the court was not called on to 
deprive the taxpayer of a tax-reducing factor, but 
merely to allocate it. In this kind of a case, the court 
would be called on by the Bureau to deprive the tax- 
payer of a tax-reducing factor, a part of its statutory 
capital. This would be done by construction and in- 
terpretation. In this situation, there raises its head 
the rule of construction below quoted from U. S. v. 
Wigglesworth and mentioned at the beginning of this 
article. 

Section 1207 Does Not Validate the Exclusion 

From Capital 

“The computation of invested capital for any taxable year 
under the Revenue Act of 1917, the Revenue Act of 1918, and 
the Revenue Act of 1921, shall be considered as having been 
correctly made, so far as relating to the inclusion in invested 
capital for such year of income, war profits, or excess profits 
taxes for the preceding year, if made in accordance with the 
regulations in force in respect of such taxable year applicable 


to the relationship between invested capital of one year and 
the taxes for the preceding year.” (Italics mine.) 


Section 1207, 1926 Revenue Act 


This legalizes the Bureau’s inclusion in, but not its 
exclusion from, invested capital of one year of in- 
come and profits taxes for the preceding year. 

As is well known, the Bureau, before the 1926 Act, 
had adopted and consistently followed the practice of 
including in invested capital of one year the taxes on 
income of a preceding year, until the due dates of 
the installments of those taxes, thus making some in- 
clusion of them. After the Yale & Towne decision, 
Bureau officials began to raise some question “as to 
whether or not that inclusion should have been made, 
and there was some talk of an intention to assert 
deficiencies because of it. This statutory provision now 
legalizes that inclusion. The exclusion, however, which 
taxpayers have claimed to be illegal, still stands as it 
stood before, unaffected by Section 1207. 

In other words, the suggested assertion of deficien- 
cies, because of that inclusion, is barred ; but the asser- 
tion of refund claims for excessive exactions,. on 
account of the Bureau’s exclusion, is not barred by 
that statutory provision. 

As shown on the face of the section, “the computa- 
tion of invested capital * * * shall be considered as 
having been correctly made,”’—not entirely but to a 
limited extent,—“‘so far as relating to the inclusion in 
invested capital for such year of imcome, war profits 
or excess profits taxes for the preceding year.” 

It is plain from the language itself that it legalizes 
only the inclusion which the Bureau was making and 
had provided for in its regulations, and does not touch 
the exclusion which it had been making. If, however, 
there were any room for questioning that, then there 
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would have to be applied the rule that this statute must 
be strictly construed against the Government and lib- 
erally in favor of the taxpayer, and that the latter can- 
not be deprived of any capital (and hence be subjected 
to larger tax) unless the statute clearly and expressly 
so states, and unless it has taken the capital away from 
the taxpayer beyond doubt. (U. S. v. Wigglesworth, 
below cited, and many United States Supreme Court 
decisions following it.) 


“In every case, therefore, of doubt, such statutes are con- 
strued most strongly against the Government and in favor of 
the subjects or citizens, because burdens are not to be im- 
posed, nor presumed to be imposed, beyond what the statutes 
expressly and clearly import.” (Italics mine.) U. S. v. Wig- 
glesworth, 2 Story 369. 

The Board of Tax Appeals, of course, has held that 
Section 1207 validates the exclusion from capital. 
However, in its first holding to that effect, it did not 
indulge in any discussion, and I cannot find that it has 
done so in any case since. In its recent decision in 
the Appeal of The Gazette Company, it discusses the 
question whether or not that section applies to cash 
basis taxpayers, and holds that it does. The Govern- 
ment’s counsel argued this point in his brief. The 
Board says the taxpayer claimed that Section 1207 did 
not apply because it kept its books and made its return 
on the cash basis. That was not the claim of the tax- 
payer. A scrutiny of the taxpayer’s brief shows no 
intimation of such a claim. The taxpayer based its 
case on the two propositions—(1) that the Yale & 
Towne decision did not control for the reason, among 
others, that the taxpayer was on the cash basis, and 
(2) that Section 1207 did not defeat the taxpayer be- 
cause it validated only the inclusion, not the exclusion, 
which the taxpayer was contesting. The Board does 
not mention either Of these two points asserted in the 
taxpayer’s brief and relied on by it. The first of them, 
of course, becomes immaterial if the second be not sus- 
tained. These contentions are still open and, as above 
indicated, stand on substantial ground. In cases wherein 
the tax was not in fact paid out of first-of-the-year 
surplus taxpayers still have good reason to win. 


Nearly One-third of Agricultural Profits 
Absorbed by Taxes, Survey Shows 


71 AXES imposed on agriculture by the various tax- 
I ing jurisdictions of the United States in the last 
three years have been on the average nearly three times 
greater in proportion to agricultural net profits than 
in the last three pre-war years, according to a study 
made by the National Industrial Conference Board. In 
1912, 1913 and 1914 taxes absorbed an average of 
11.2 per cent of the total net farm profits; in the years 
1923-24, 1924-25 and 1925-26, taxes collected from 
farms averaged 33.1 per cent of the net profits, accord- 
ing to the board’s estimate. 

The report indicates that the heavy tax burden is 
primarily the consequence of the economic disadvan- 
tage in which the industry has been placed during 
recent years. Last year, according to the board’s fig- 
ures, the returns of agriculture were the best since the 
drastic slump in 1920 and 1921, but even so were less 
than one-third of the net profits for the year 1919. 


































































































































































































































































































HE provisions relative to gain or loss on sales 
or other disposition of property have had a very 
interesting and significant histofy as between the 
original income tax act in 1913 and the Act of 1926. 

In the first of these articles attention was called to 
the fact that in general the development of complexity 
has arisen, first, from the attempt to relieve taxpayers 
in cases of individual hardship, and then to prevent 
taxpayers in such cases from taking improper advan- 
tage of the liberalized provisions. Nothing better illus- 
trates this fact than does the growth of complexity in 
the provisions relating to gain or loss—those provisions 
including the provisions relative to re- 
organizations of corporations as con- 1 
tained in Section 203 of the Revenue 
Acts of 1926 and 1924 and Section 
202 of the Revenue Act of 1921. 

The Act of 1913 contained no spe- 
cific provision directing the method 
by which gain or loss on the sale of 
ultimate disposition of property was 
to be accounted for as income. The 
sole provision is the general definition 
of net income, which provides : 

“The net income of a taxable person 
shall include gains, profits and income de- 
rived from * * * sales, or dealings in 
property, whether real or personal. * * *” 

This left in doubt any rule in re- 
spect of gains from property acquired 
prior to March 1, 1913. Neverthe- 
less, it was held that the value on 
March 1, 1913, measured the profit 
on the sale made in 1915 (Water et 
al. v. Duffy, 287 Fed. 41). To the 
same effect is a significant case aris- 
ing under the Income Tax Law of 
Wisconsin (State ex rel. Bundy v. Nygaard, 163 
Wis. 307—158 N. W. 87). This last case arose by 
reason of a provision of the original Wisconsin Income 
Tax Act, which included in income “all profits derived 
from the * * * saleof * * * capital assets; pro- 
vided, that of the profits derived from the sale of 
* * * capital assets acquired previous to January 1, 
1911, only such proportion shall be taxable as the time 
between January 1, 1911, and the date of sale bears 
to the entire time between the date of acquisition and 
the date of sale.” Under the facts of the case the 
taxpayer bought property prior to January 1, 1911, 
costing $110,000 and sold it in 1914 for $214,000, and 
the Wisconsin authorities prorated the profit over the 
period of ownership. The property was actually worth 
$214,000 on January 1, 1911, and the Court held that 
no profit was realized, saying: 

“When the Income Tax Law was first passed in 1911 the 
stock in question was held by the plaintiff, and was then of 
the value of $214,000. This fact is admitted to be established. 
In the judgment of the Court all of this was capital, or, in 


other words, property. Its status was fixed. No part of it 
could be made into income by legislative enactment.” 
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The above cases seemed to lay down a significant 
rule with reference to gain or loss, namely, that when 
an income tax law goes into effect all property then 
owned constitutes a fund of capital of its then value, 
and that value furnishes the starting point for all 
future computations of gain or loss on the disposition 
thereof. This idea was intended to be incorporated 
into the Revenue Act of 1916 in Sections 2 (c) and 
5 (a) Fourth (2), and the same was undertaken to 
be stated somewhat more clearly in Sections 202 (a) 
(1) and 202 (a) (2) of the Revenue Act of 1918, 
reading as follows: 

202 (a) (1) “In the case of property 
acquired before March 1, 1913, the fair 
market price or value of such property as 
of that date; and 

202 (a) (2) “In the case of property 
acquired on or after that date, the cost 
thereof; or the inventory value, if the in- 


ventory is made in accordance with Section 
203.” 


The above provisions laid down a 
hard and fast rule for determining 
the basis from which to compute 
gains or losses in the case of the dis- 
position of property. They have been 
completely interpreted. (McCaughn 
v. Ludington, 268 U. S. 106; United 
States v. Flannery, 268 U. S. 98; 
Towne v. McElligott, 274 Fed. 960; 
Merchants Loan & Trust Co. Vv. 
Smietanka, 255 U. S. 509; Eldorado 
Coal & Mining Co. v. Mager, 255 
U. S. 522; Goodrich v. Edwards, 255 
U. S. 527; Walsh v. Brewster, 255 
U. S. 536; Marr v. United States, 
268 U. S. 536; United States v. 
Ludey, decided by the Supreme Court 
May 16, 1927.) 

But the above provisions, although applicable 
throughout the period of highest rates imposed during 
the war, imposed severe hardships in cases of realiza- 
tions of gains and unquestionably operated to prevent 
the closing of many transactions which would have 
resulted in gain, had the tax involved not been pro- 
hibitive. On the other hand, losses were freely availed 
of by taxpayers and the net result is generally con- 
ceded to have been a loss in revenue to the Government 
under the provisions particularly of the 1918 Act. 
However, these provisions measured income under 
tax rates which virtually confiscated all profits. The 
fact that the realization of gains was deferred and 
the realization of losses was incurred under these pro- 
visions is no evidence that a fair balance would not 
be struck under similar provisions with moderate tax 
rates. Nor does it seem to the writer that these 
provisions are unduly harsh or unreasonable when tax 
rates are moderate. Assuming that the forthcoming 
Act will either decrease rates in general or will 
decrease them by a greater spread from minimum to 
maximum surtax rates, the writer believes that it is 
possible to return to the simple provisions of the 1918 
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Supreme Court and their meaning established beyond 
a doubt. Moreover, any provision when drafted 
should follow verbatim the interpreted sections, so 
that no further question could possibly arise with 
respect to the interpretation of such a law. 


The recognition that these provisions contain some 
hardships which ought to be avoided occurred as early 
as the Act of 1918, appearing as Section 202 (b) of 
that Act, which provided that when property was 
exchanged there should be a recognition of gain or 
loss, but that when such exchange merely grew out of a 
corporate reorganization involving exchange of stock 
of no greater par value than the stock exchanged no 
gain or loss would be recognized ; and further provided 
that when a greater par value was received gain or 
loss would be recognized only to the extent of the fair 
market value of the excess of par value so received. 

This provision was, of course, an arbitrary and more 
or less unworkable provision. Moreover, it left in 
doubt what the base for later gains was to be and 
wholly left out of account the fact that on such a 
reorganization there might be a complete avoidance 
of all tax. 

The first serious attempt to lighten the burdens 
arising from certain classes of exchanges came in 
the Revenue Act of 1921 and appeared in Section 202 
of that Act. 

After stating the general rule of cost as the basis 
for property acquired after February 28, 1913, the 
first provision aimed at schemes for avoidance was 
Section 202 (a) (2), which provided in the case of 
gifts that the donor’s base should be the base for the 
donee. This provison has been construed in Taft v. 
Bowers, 15 Fed. (2d) 890, and held invalid. The 
writer will discuss in a later article what he believes 
to be a successful method and a more simple one 
for meeting this and many other avoidance schemes. 

In 202 (a) (3) the section provides for a base in 
the case of property acquired by inheritance. In 
Section 202 (b) of the Act of 1921 the Supreme 
Court rule in Goodrich v. Edwards and United States 
v. Fannery, supra, was undertaken to be incorporated 
into the statute. The Flannery case had not then been 
decided and there was good reason for stating the 
tule fully in the statute in 1921. That reason has 
disappeared at the present time and this provision 
can now well be omitted. 

Section 202 (c) contains various provisions reliev- 
ing from tax certain classes of transfers, which include 
property held for investment, for use in trade or busi- 
ness, exchanges of stock or securities in reorganiza- 
tions, replacement fund provisions, and provisions 
governing exchanges for property in part having a 
readily realizable market value. 

It was soon found that these provisions in the 1921 
Act were defective and left the door wide open for 
various devices for avoidance of tax. Most important 
of these devices was one by which property could be 
transfered to a corporation and the cost thereof to the 
corporation increased to its then value. The trans- 
ferror would pay no tax upon the transfer, while the 
corporation for all subsequent purposes, including de- 
preciation, depletion or sale would take the property 
on the enhanced basis. Therefore, there came about 
the numerous provisions contained in Sections 202, 
203 and 204 of the Acts of 1924 and 1926. 
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It is too early to discuss in anything but speculative 
terms what will be the interpretation of these sections 
when tested by actual cases arising in court. The pro- 
visions are involved, difficult to understand, and par- 
ticularly difficult to interpret in the light of actual 
cases as they arise. The language used throughout 
is lacking in clarity through the effort made to make 
it all inclusive. In practice the sections result some- 
times in double taxes and sometimes in complete 
escape from tax, depending usually more upon the 
mechanics of a reorganization or a transfer than upon 
the essential facts. One illustration will suffice. 


“A” transfers property costing $50,000, but of a 
present value of $100,000, to a corporation for its 
stock. No gain results from this transfer. The base 
to the corporation for exhaustion or for sale is 
$50,000. The corporation sells the property for 
$100,000 and, there being no further use for it, dis- 
solves and distributes to “A.” Both the corporation 
and “A” realize a taxable gain, the one of $50,000 
and the other of $50,000 less the corporate tax. If 
just prior to sale the corporation had re-transferred 
the property to “A,” only one gain would have re- 
sulted. If “A” instead of causing the corporation 
to sell the property had sold his stock, only one gain 
would have resulted, but the stranger purchasers pay- 
ing $100,000 for “A’s” stock, if they subsequently 
cause the corporation to sell the property, would be 
taxable in corporate form on the gain of $50,000, 
although if they transferred the property to them- 
selves prior to sale no tax would result to them. 

The writer submits that the evil results of the gain 
and loss provisions in the Revenue Acts prior to 1921 
arose not from the substance of those gain and loss 
provisions but from the excessive rates of tax imposed. 
The writer further submits that a clear-cut, sensible 
and understandable rule of uniform application will 
in the long run prove better for the taxpayer, for 
the Government, and for every one else dealing with 
the tax laws than will the rule which can be the subject 
of so many manipulations as can the provisions of 
the 1926 Act. If simplicity is to be desired, here 
is one place above all others where simplicity should 
be secured in the forthcoming Act. 

Of course, a transition period must be had. In the 
first place, as suggested in the previous article, no 
such radical change should now be made and be given 
retroactive effect. On the contrary, the provisions of 
the 1926 Act should be left in effect for a period 
sufficient to permit taxpayers to adjust themselves to 
the new plan before it should become effective. More- 
over, the large volume of untaxed transactions under 
the 1921. 1924 and 1926 Acts should be taken care of 
so that the base for subsequent transactions would go 
back to the last taxed transaction or to March 1, 
1913 value. Even at that, however, the writer would 
prefer to see the Government sacrifice the revenue 
which could result from such a provision rather than 
to see continued indefinitely the provisions of Sections 
202, 203 and 204 of the Act of 1926. If necessary, 
the slate should be wiped clean and gains or losses 
thereafter start from the last registered exchange of 
property. Certainly, so far as corporations involved 
in reorganizations are concerned, the basis for ex- 
haustion, depletion and gain should be the value of 
the property when acquired and should not be 
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Act covering the realization of gain or loss ;—provi- 
sions which have been fully interpreted by the 
measured by antecedent costs to transferors—this re- 
gardless of whether some tax would be lost by reason 
of such provisions. 


An associated provison arising under similar circum- 
stances is Section 208 of the Acts of 1924 and 1926 
and Section 206 of the Act of 1921. This is the 
capital gain provision which the writer believes could 
well be done away with under present conditions. 
According to the statistics of income for 1925, the 
capital gain and loss provisions begin to be effectivé 
in the group of income between $30,000 and $40,000 
and affect at most some 60,000 to 70,000 taxpayers. 
A further moderate reduction of rates would still 
further reduce the number of cases to which this pro- 
vison could be applicable. In many respects, if rates 
are moderate, it is an unfair provision, since it extends 
special privileges to a comparatively small group of 
taxpayers. The benefits moreover are very materially 
weakened by the limitation of loss deductions to 12% 
per cent. Again the writer believes that the question 
turns upon that of a moderate tax rate. If the maxi- 
mum tax rate can be made fairly reasonable or the 
maximum tax rate as applied to the great body of 
taxpayers can be made fairly reasonable, there is little 
reason for the special provision with respect to capital 
gains, necessary as that provision has been up to the 
present time from the Government’s standpoint. It 
is introduced more for the purpose of producing reve- 
nue than for the purpose of favoring taxpayers. If 
the revenue can be produced, as the writer believes 
it can, under tax rates which do not exceed 20 per cent, 
then there is no reason for perpetuating this special 
provision, but it cannot be too often stated that income 
tax rates must not be placed so high as to result in 
preventing ordinary business transactions from being 
carried out. It cannot be too often stated that tax- 
payers have the choice of whether they will register 
gains from capital transactions and whether they will 
register losses. Under high tax rates they will prefer 
to register losses and will decline to register gains. 
No tax law can be drawn without a clear recognition 
of this fact and the tax rates adjusted at that point 
where the maximum number of gains will be regis- 
tered, despite the tax involved. 


Net Losses 


The next possible simplification can be secured in 
connection with the allowance of net losses carried 
forward from year to year, as provided in Section 206 
of the Revenue Act of 1926. Under the existing 
provisions the term “net loss” is modified to such an 
extent as to render the computation of the allowable 
deduction in the succeeding year an exceedingly com- 
plicated matter, and an examination of these restric- 
tions indicates that to some extent they are related to 
provisions wherein taxpayers receiving unusually fa- 
vorable treatment in one form or another in the com- 
putation of the annual tax are, by Section 206 (a), 
denied those favors in the computation of an allowable 
net loss. It is suggested that all of Section 206 (a) 
can well be omitted, except the following: 

“Section 206 (a) “As used in this section the term ‘net loss’ 


means the excess of the deductions allowed by section 214 
or 234 over the gross income.” 
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In the Act of 1926 the exceptions which complicate 
the application of this section are as follows: 


(1) Deductions not attributed to a trade or business. 


If the foregoing are properly allowable in deter- 
mining net income, there would seem to be no reason 
for excluding them in determining a net loss. 


(2) Capital losses. 


If losses of capital are proper deductions in deter- 
mining net income, there would seem to be no reason 
why they should not be equally deductible in deter- 
mining net losses. The purpose of the deduction in 
the first instance is to allow recoupment of capital 
loss from net income, and if the capital loss exceeds 
the income for one year there would seem to be little 
reason for not permitting it to continue to be recouped 
over the income of two or three years. 


(3) Depletion not to include discovery value. 


This provision introduces, whenever a net loss oc- 
curs, a double computation on account of depletion, 
and depletion is complicated enough without intro- 
ducing a double element in connection with the net 
loss provision. If there is any excuse for the discovery 
allowance in the first place, there is no reason why 
it should not be perpetuated in connection with the 
net loss provision, the purpose of the discovery pro- 
vison being to allow the taxpayer to recover his 
discovered capital asset free from tax. There is no 
reason for excluding discovery value from the net loss 
provision, which does not apply with equal force to 
denying it in the first instance as a deduction from 
income. 


(4) Dividends received by corporations. 

The effect of the denial of the deduction for divi- 
dends in connection with a corporate net loss is ulti- 
mately to subject such dividends to tax. If a 
corporation sustains an operating net loss, there would 
seem to be no reason why that net loss should not 
be allowed to be deducted in successive years, 
irrespective of whether the corporation was in receipt 
of dividends. The purpose of the dividend deduction 
is that corporate dividends may be passed through 
any number of other corporations and will be taxed 
only when they reach individual recipients. The principle 
is sound and there is no reason why an indirect tax 
should be imposed upon these dividends through the 
denial of the net loss provision to corporations receiv- 
ing dividends which reduce or wipe out an operating 
loss. 

(5) Tax free interest. 

The purpose of this exception’ is to prevent the 
deduction of a net loss by a taxpayer who, in fact, 
is in receipt of income which is not, and in most cases 
constitutionally cannot be, subjected to tax. In other 
words, this exception recognizes that statutory net 
income is artificial and does not include certain items 
of income. The remedy in this case lies rather in the 
subjecting of such income to tax than in the denial 
of a privilege to the recipient of such income, which 
is given to all other taxpayers. In effect this exception 
like the exception of dividends in the case of corpo- 
rations indirectly operates to subject to tax in subse- 
quent years income which would otherwise not be 
taxed. 

(Continued on page 265) 
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Income Tax Receipts in 1926 Larger Than 
in Previous Year Despite Rate 
Reductions 


HE improvement in economic conditions in 1925 
BP i-- compared with 1924 is revealed in the individual 
and corporation tax returns filed in 1926. Statistics 
of income from returns filed in 1926 for the calendar 
year 1925 were made public by the Bureau of Internal 
Revenue on June 26. A preliminary report on returns 
of individuals for the same year was issued earlier in 
the year. 

Corporation earnings were much more satisfactory 
in 1925 than in the previous year. There were 252,- 
334 corporations which reported net income for the 
year 1925, amounting to $9,583,683,697, and the aggre- 
gate tax paid was $1,170,331,206. For the calendar 
year 1924 there were 236,389 corporations which re- 
ported taxable net income of $7,586,652,292, and 
the net tax thereon was $881,549,546. 

But business prosperity was not monopolized by cor- 
porations, as there was a notable increase in individual 
incomes. Although the increase in exemptions made 
by the Revenue Act of 1926 resulted in 3,198,737 less 
returns being filed in 1926 than in 1925, increased 
incomes of those subject to the tax more than counter- 
balanced the loss in revenue from those exempted. The 
net tax paid by individuals for the year 1925 of $734,- 
558,183 was $30,289,793 greater than in the preceding 
year. 

There is little evidence to support the contention 

that tax evasion or avoidance was so reduced by the 
reduction in surtax rates as to account for the increase 
in revenue from the income tax on individuals, and 
very obviously such an explanation would not account 
for the increase in revenue from corporations, since 
the corporate tax rate was not decreased by the Act 
of 1926. 
. Treasury figures show to the contrary that the 
amount of tax-exempt securities held by investors has 
increased rather than decreased. Hence the assertion 
that lower tax rates have diverted capital from so-called 
non-productive enterprises is at least debatable. 

It is also quite improbable that there was any meas- 
urable increase in revenue by reason of a decrease in 
illegal escape from taxation. 

Income of both individuals and corporations fluc- 
tuates with changes in economic conditions and the 


returns from income taxes necessarily follow a similar 
course. 


Article 39 of Regulations 69 Will Not .Be 
Made Applicable Retroactively 


RTICLE 39 of Regulations 69 is not to be applied 
retroactively and is applicable only to sales of 
stock or rights taking place on or after January 1, 
1925, the effective date of the Act of 1926. This the 
Commissioner announced in T. D. 4018, VI-23-3259. 
This ruling was made under authority of Section 1108 
(a) of the Act of 1926, which provides that in case a 
regulation relating to the internal revenue laws is re- 
versed by a subsequent regulation and such revenue is 
not immediately occasioned or required by a decision of 
a court of competent jurisdiction, such regulation may, 
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in the discretion of the Commissioner, with the ap- 
proval of the Secretary of the Treasury, be applied 
without retroactive effect. 

The refusal to apply the new rule as to a sale of 
rights to cases under prior laws raises a question as to 
which rule is the correct one. If the rule formerly 
followed by the Commissioner is correct, then the 
change made in Regulations 69 is subject to criticism. 
If the rule in Regulations 69 is correct, then there 
would seem to have been no necessity for not making 
the rule retroactive. The refusal of the Commissioner 
to apply the new rule retroactively does not affect 
the taxpayer’s right to contest the validity of the for- 
mer rule or of the new rule. 

There has been much difficulty in understanding why 
the rule was changed in Regulations 69. The method 
of determining gain or loss upon a sale of rights as 
prescribed by the prior Regulations is the same as that 
used by the District Court in the case of Miles v. Safe 
Deposit & Trust Co., 259 U. S. 247, T. D. 3365, I-1 
C. B. 72. With reference to this the Supreme Court 
said that they were “satisfied that the method adopted 
by the district court led to a correct result.” Hence 
there appears to be better ground for objecting to the 
application of the new rule than in objecting to the 
Commissioner’s refusal to apply it retroactively. 


Section 402 (c) of the Revenue Act of 1918 
Held Unconstitutional in Part by 


Supreme Court 

T IS expected that many claims for refund of 

Federal estate taxes will be filed as a result of the 
decision of the Supreme Court of the United States in 
Nichols v. Coolidge, et al., which held that the value 
of property transferred prior to the passage of the 
Act of 1918 is not, under Section 402 (c) of that act, 
to be included in the gross estate merely because the 
transfer was intended to take effect in possession or 
enjoyment at or after the decedent’s death. 

The court did not directly consider whether or how 
tar the challenged provision is valid in respect of 
transfers made subsequent to the enactment of the 
Revenue Act of 1918, but the opinion says: 

“Undoubtedly, Congress may require that property subse- 
quently (after the enactment of a statute) transferred in con- 
templation of death be treated as part of the estate for purposes 
of taxation. This is necessary to prevent evasion and give 
practical effect to the exercise of admitted power, but the 
right is limited by the necessity. 

“Under the theory advanced for the United States, the arbi- 
trary, whimsical and burdensome character of the challenged 
tax is plain enough. An excise is prescribed, but the amount 
of it is made to depend upon past lawful transactions, not 
testamentary in character and beyond recall. Property of small 
value transferred before death may have become immensely 
valuable, and the estate tax, swollen by this, may leave nothing 
for distribution. Real estate transferred years ago, when of 
small value, may be worth an enormous sum at the death. If 
the deceased leaves no estate there can be no tax; if, on the 
other hand, he leaves ten dollars both that and the real estate 
become liable. Different estates must bear disproportionate 
burdens determined by what the deceased did one or twenty 
years before he died. 

“This court has recognized that a statute purporting to tax 
may be so arbitrary and capricious as to amount to confiscation 
and offend the Fifth Amendment. * * * And we must con- 
clude that Section 402 (c) of the statute here under considera- 
tion, in so far as it requires that there shall be included in the 
gross estate the value of property transferred by a decedent 
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prior to its passage merely because the conveyance was intended 
to take effect in possession or enjoyment at or after his death, 
is arbitrary, capricious, and amounts to confiscation.” 


Amendment of Article 601, Regulations 69 


RTICLE 601 of Regulations 69 has been amended 
by Treasury Decision 4019 (VI-24-3269) by 
changing the last paragraph to read as follows: 

“As no withholding of tax on bond interest or other income 
is required in the case of a foreign corporation engaged in a 
trade or business within the United States or having an office 
or place of business therein, the person paying such income 
should be notified by a letter from the corporation that it is 
not subject to withholding. The letter from the corporation 
shall contain the address of its office or place of business in 
the United States, and be signed by an officer of the corporation 
giving his official title. Such letters of notification shall be 
immediately forwarded by the recipients to the Commissioner 
of Internal Revenue, Sorting Section, Washington, D. C., to 
be examined.” 


Curious Conflict of Opinion Over Base for 
Taxing Sale of Property by Executor 


S to whether where property of a decedent is sold 

by an executor of an estate the basis for comput- 
ing gain or loss to the estate is the cost or other basis 
to the decedent or the value of the property at the date 
of the decedent’s death, there is an unusual diversity 
of opinion. 

The Court of Claims of the United States has de- 
cided both ways, McKinney, et al. v. United States, de- 
cided May 3, 1926, and Nichols et al. v. United States, 
decided April 4, 1927. The Commissioner of Internal 
Revenue changed his position on the issue in April, 
presumably on the basis of the decision of the Court 
of Claims in the McKinney case, and Regulations 
were amended, T. D. 4011:VI-15-3185, to provide 
that “where the executor sells property of the estate 
for more than its cost or other basis to the decedent, as 
the case may be, the excess is income, or may be capital 
gain, taxable to the estate.” In the recent decision of 
the Board of Tax Appeals in the Appeal of Straight, 
Executrix, Dec. 2505 (C. C. H.), from which four of 
the members dissent, the Board applies the rule pre- 
viously in force under Treasury Department regula- 
tions that the basis for computing gain or loss is the 
value of the property at the date of the decedent’s death 
and not the cost to the decedent. The opinion (Mr. 
Green) says: 

“The basis for the computation of gain or loss resulting from 
the sale of property of an estate by an executor, is the same as 
the basis in the case of sale of property acquired by gift, 
namely, the value at the date of acquisition if that date be 
subsequent to March 1, 1913, and since an executor is a taxable 
person, the gain to the estate must be computed on that basis 
and the tax paid thereon. The Commissioner’s regulations have 
always prescribed this basis. The law has been changed only 
in its minor details. In all of the revenue law there are few 
better illustrations of legislative approval of departmental regu- 
lation. If needed, much support for our conclusion is to be 
found in this legislative history. In so holding we are aware 
that our conclusion can not be reconciled with that reached by 
the Court of Claims in McKinney v. United States, decided 
May 3, 1926. However, it seems to us that court did not have 
brought to its attention the full force and effect of the prin- 
ciples established in the Merchants’ Loan & Trust Co. case. 
We also have the advantage of having the opinion of Judge 
Hand in the Rice case.” 
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In the case of Merchants’ Loan & Trust Co. v. 
Smietanka, 255 U. S. 509, referred to in the opinion, 
the Supreme Court held that income received by a 
trustee of an estate is to be computed and taxed the 
same as that of a beneficiary. In the case of Rice v. 
Eisner, 16 Fed. (2d) 358, the court held that the value 
of a gift of common stock at the date acquired (that 
date being subsequent to March 1, 1913) was the basis 
for computing taxable income under the Act of 1913. 


| Court Decision Briefs | 


Admission Taxes.—Charges to persons using a private 
road which was in effect an entrance to a resort maintained 
for the amusement and entertainment of the public were 
held to be admission fees.—Court of Claims of the United 
States in Chimney Rock Company v. The United States. 


Appeals to Board of Tax Appeals.—The Board of Tax 
Appeals is not without jurisdiction of a petition for rede- 
termination of a deficiency presented within the statutory 
period because the filing fee imposed by the Board was not 
paid until after the expiration of the statutory time for filing. 
—United States Circuit Court of Appeals, Seventh Circuit, 
in Reliance Manufacturing Co. v. Blair. 


Assessment of Income Taxes.—(1) A return is an essen- 
tial preliminary to the assessment of income tax under Sec. 
3176 of the Revised Statutes as amended by the Acts of 
1916 and 1918, authorizing the collector, or his deputy, or, 
under the 1918 Act, the Commissioner, to make a return 
where the taxpayer had made no return or a false return, 
and a telegram from an internal revenue agent in charge 
recommending immediate assessment of income tax is not 
such return as is required nor a substitute therefor. 


(2) <A taxpayer is not estopped in proceedings in equity 
from asserting the invalidity of a tax assessed in the absence 
of a return because he had obtained an abatement of the 
original assessment without disclosing his contention that 
the assessment was void.—Dist. Court, S. D. of Georgia, in 
United States v. William H. Haar, et al. 


Building and Loan Associations.—(1) ‘A building and 
loan association organized and operating as such under 
State law is exempt under Sec. 231 (4), Act of 1918, and the 
provision of the 1921 Act limiting the exemption to such 
associations “substantially all the business of which is con- 
fined to making loans to members” does not apply under 
preceding acts. 


(2) The qualifying phrase in Sec. 231 (4), Act of 1918, 
“without capital stock organized and operated for mutual 
purposes and without profit,” applies only to cooperative 
banks.—Court of Claims of the United States in Cambridge 
Loan and Building Company v. The United States. 


Club Dues Liable to Tax.—A club organized primarily 
to promote the science and study of chemistry and whose 
membership is confined chiefly to chemists is not a social 
organization within the meaning of Section 801 of the 1918 
and 1921 Acts, although the club provided a place equipped 
for social club facilities—Court of Claims of the United 
States in The Chemists’ Club v. The United States. 


Collection of Taxes—Where the assessment of taxes for 
1918 and 1919 was made prior to the effective date of the 
1924 Act, distraint proceedings for the collection of such 
taxes are barred, under the statute of limitations in effect 
prior to the passage of the 1924 Act, after five years from 
the date of filing returns for such years.—U. S. District 
Court, W. D. Penn. in Henry Wilhelm Company v. Daniel B. 
Heiner, Collector. 





(1) The presumption is that a tax return was received 
in the Collector’s office in the usual course of the mail, where 
the date of mailing is established, but there is no record 
evidence as to the date of receipt in the Collector’s office. 


ona th ah eet mo lee ot 


= Oe oe 


oN ee ot 


nc 


dit 
th 


te 


de 
cer 


the 
fer 
int 
his 
an 
Un 


anc 


int 
tax 
ter 
inc 
rep 
est; 
cui 
Yo: 








July, 1927 





(2) A supplemental return showing income omitted in 
the original return, filed by an individual under threat of the 
Bureau to withhold certain action on income tax returns 
of a corporation until such return was filed, in which he ex- 
pressly stated that the assessment of the tax was barred by 
the statute of limitations and that he waived no rights in 
filing such return, is not a waiver of the statute of limita- 
tions.—District Court of the United States, Dist. of Maine, 
So. Div., in Edward M. Lawrence v. Frank J. Ham, Collector. 

Collection of Income Tax at Source.—Corporation is lia- 
ble for 2 per ‘cent of the tax on its bondholders when bonds 
provide for payment of principal and interest “without de- 
ductions for taxes which the comnany may be required to 
pay or retain therefrom by anv governmental authority of 
the United States.”—District Court, S. D. of New York, in 
Roanoke Water Works Company v. Charles W. Anderson, 
Collector. 

Deductions, Allowable.—A partner may not deduct in his 
1917 return a proportionate part of the partnership contribu- 
tion to the American Institute of Accountants, either as a 
business expense or as a contribution to a corporation or- 
ganized and operated exclusively for scientific and educa- 
i. tional purposes.—Court of Claims of the United States in 
“a Robert H. Montgomery v. The Umited States. 


bee CD Oe 








y 
ot The seller of an undivided one-third interest in a business 
. receiving nothing for good will, is entitled to deduct only 
t, one-third the bonus paid for good will in the preceding year 
when he acquired his partners’ interest in the business—65 
7 per cent of the whole—in the absence of evidence of the 
od March 1, 1913, value of the remaining 35 per cent of the 
of good will.—United States Circuit Court of Appeals, Sixth 
om Circuit, in LF. Brewer V. Robert Orr, Jr. 
an Dividends, Tax Liability for.— Dividends declared and 
om paid in 1918, the 1918 earnings of the corporation at the 
ge time being in excess of all dividends declared and paid dur- 
ae ing 1918, are subject to surtax in the hands of the stock- 
holder recipient.—Court of Claims of the United States in 
’ Robert Clark Ream v. The United States. 
ity Excise Tax on Candy, Act of 1918.—The actual amount 
ice paid by the purchaser to the seller of candies constitutes 
the “the price” for which the article was sold under Section 900 
hat (9) of the 1918 Act, and the seller may not deduct from the 
in price so paid the costs, charges or other expenses paid by 
him in computing the 5 per cent tax prescribed under this 
and Section.—United States District Court, E. D. Louisiana, 
der New Orleans Division, in Elmer Candy Company, Inc. v. John 
the T. Fauntleroy. 
ach Federal Estate Taxes.—Cost of a mausoleum for which 
eal no allowance had been made by the Probate Court, erected 
der and paid for after the discharee of the executor under a will 
directing such expenditure by a trustee, if not made before 
the final settlement of the estate, is not deductible in de- 
918, termining federal estate taxes.—U. S. District Court, E. D. 
- Missouri, in Lemuel Ray Carter, Trustee v. U. S. 
itive 
‘id ge (1) Real estate conveyed in fee, over two years prior to 
death, to decedent’s children who at the same time leased it 
arily to the decedent for a nominal sum, is not part of the de- 
hose cedent’s gross estate. 
ocial (2) Section 402 (c), Act of 1918, in so far as it requires 
1918 the inclusion in gross estate of the value of property trans- 
pped ferred by a decedent prior to its passage, merely because 
nited intended to take effect in possession or enjoyment at or after 


his death, is so arbitrary and capricious as to be confiscatory 

and to offend the Fifth Amendment.—Supreme Court of the 
s for United States, in Nichols, Collector v. Harold J. Coolidge 
f the and Augustus P. Loring, Executors. 


such 
effect 








The difference between the estimated value of a decedent’s 
interest at death in a law partnership returned for estate 
tax purposes and the amount actuallv received for such in- 
terest as returned the following year by the executors for 
income tax purposes is corpus of the estate and does not 
represent a profit or gain which is taxable as income of the 
estate.—United States Circuit Court of Appeals, Fifth Cir- 
cuit, in United States of America v. F. B. Carter and J. E. D. 
Yonge, Executors. 
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Income received by an estate in 1919 which by the ex- 
press terms of the will is permanently set aside for resid- 
uary legatees, non-taxable charitable and religious corpo- 
rations, is deductible from gross income of the estate under 
Section 219 (b) of the 1918 Act, although not paid to the 
residuary legatees nor credited upon the books of the estate 
to them until 1923—United States Circuit Court of Appeals, 
Second Circuit, in Bowers v. Slocum, et al. 





The federal estate tax is not deductible from the gross 
estate in the determination of the taxable net estate under 
Section 203 of the 1916 Act as amended by the Act of March 
3, 1917.—District Court, Dist. of Mass. in Old Colony Trust 
Co., et al., Executors v. John F. Malley, Collector. 





Cost of a mausoleum for which no allowance had been 
made by the Probate Court, erected and paid for after the 
discharge of the executor under a will directing such expen- 
diture by a trustee, if not made before the final settlement 
of the estate, is not deductible in determining federal estate 
taxes.—U. S. District Court, E. Div. of E. Dist. of Missouri, 
in Lemuel Ray Carter, Trustee, v. U. S. 





A gift in remainder for charitable purposes which may 
never ripen into possession is too remote, contingent and 
uncertain to be taken into account in determining the value 
of the net estate under the Act of 1918—Court of Claims 
of the United States, in John J. Mitchell, et al., Executors v. 
The United States. 


Good Will, Obsolescence of.—Good will is not subject to 
wear and tear and its loss through prohibition legislation 
may not be claimed as a deduction for obsolescence under 
Sec. 214 (a) (8) of the 1918 Act.—U. S. District Court, 


N. D. of California, So. Dist., in Henry M. Landsberger v. 
John P. McLaughlin. 


Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 


news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
The letters are a 


appear on the surface. 
real help to all tax men. Clients include 
tax practitioners and corporation officers. 


May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 


The Kiplinger Washington Agency, 
Albee Building, Washington, D. C. 

Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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Income of Estates.—(1) Income received by a decedent 
dying within the taxable year from the beginning of the 
taxable year to date of death is subject to tax under the 
1918 Act, and is returnable by his executor or representative. 

(2) The New York Stafe inheritance tax is not de- 
ductible from the gross income of the decedent under Sec. 
214 (a) (3), Act of 1918—Court of Claims of the United 
States, in Central Union Trust Company of New York, et al., 
Executors v. The United States. 

Losses, Deductible-—A loss of an American company rep- 
resented by the amount of its investment in a subsidiary 
German corporation was sustained and was deductible in 
1918 when the entire property of the German corporation 
was seized by the German government as enemy property.— 
Supreme Court of the United States, in United States v. S. S. 
White Dental Manufacturing Co. of Pennsylvania. 

Partnership Income.—A member of a partnership was 
held to be taxable upon his distributive share of the part- 
nership net income for 1919 as shown on the partnership 
books and in the partnership return, which was signed by 
the president of the partnership, even though in excess of the 
amount to which he was entitled under a partnership agree- 
ment.—Court of Claims of the United States, in /sidor Hell- 
man v. The United States. 

Patent License Contracts, Exhaustion of.—A taxpayer is 
entitled to a deduction for exhaustion of ~atent license con- 
tracts, based on their March 1, 1913, value over their re- 
maining life under the 1916 and 1917 Acts.—Court of Claims 
of the United States, in International Curtis Marine Turbine 
Company v. The United States. 

Refunds, Payment of to Receiver—The Court is with- 
out jurisdiction in a proceeding by the receiver of an insol- 
vent corporation to summarily order the United States, 
through its Comptroller General, to pay to such receiver 
subject to the order of the Court, pending a hearing on bills 
of foreclosure filed by the United States against said insol- 
vent corporation, moneys due as refunds shown on certifi- 
cates of overassessment, withheld by the Comptroller Gen- 
eral on notice of claim of the U. S.—United States Circuit 
Court of Appeals, Second Circuit, in James Howden & Co. 
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v. Standard Shipbuilding Corporation. 

Salaries Deductible from Gross Income.—Amounts paid 
corporate officers by way of percentages of profits during 
1916, 1917 and 1918, pursuant to an authorization in 1914, 
established by the taxpayer as reasonable, bona fide salary 
payments, are deductible as salaries paid for actual sery- 
ices rendered, in the absence of evidence by the Government 
that such money paid was not salary but a distribution of 
profits—Court of Claims of the United States, in William 
S. Gray & Company v. United States. 

Tax Return Requirements.—Privilege against incrimina- 
tion in Fifth Amendment is not a defense to an indictment 
charging failure to file return, and does not authorize a re- 
fusal to state the amount of income, though the taxpayer’s 
income was made in crime. Gains from illicit’ traffic in 
liquor are taxable under the Revenue Act of 1921.—Supreme 
Court of the United States, in The United States of America, 
Petitioner v. Manley S. Sullivan. 

Testamentary Trust Income.—Payments under a coal 
lease received by a taxpayer in accordance with the terms 
of a testamentary trust are taxable income to the recipient. 
—Dist. Court, E. Dist. of Penn., in Kate W. Rosenberg v. 
McCaughn, Collector. 

Transfers in Contemplation of Death—A transfer made 
without consideration in 1912 to the natural heirs of the 
grantor, aged eighty-three, of more than two-thirds of her 
entire estate was held to be a transfer in contemplation of 
death under Section 402 (c) of the 1918 Act.—U. S. District 
Court, N. D. of California, in Henry A. Rengstorff and Elise 
M. Haag, Exrs. v. John P. McLaughlin, Collector. 

Trusts, Income of.—The entire net income of a trust 
which under the terms of the agreement was to be paid to 
the grantor “as often as requested” was held taxable to such 
beneficiary under Sec. 219 (d) of the 1918 Act, although only 
a part thereof was actually paid to such beneficiary since the 
beneficiary alone had the disposition of the net income, and 
the trustees were without authority to refuse to pay it to 
him upon his request.—Decision of the Court of Claims, in 


Edward T. Estey, Exr. of Will of George I. Alden, Deceased 
ve: a. 


A hotel in keeping 
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POPULAR statistician is one who, on the basis of an 
4 appearance of reasonable probability, can project visions 
of the practical extinction of the income tax. Announcements 
which raise the previous guesses as to possible tax reduction 
are invariably greeted with acclaim; hence imaginative amateur 
actuaries with a penchant: for dallying with figures in terms 
of millions and billions have been in heyday in anticipation of 
a surplus for the current year of approximately $600,000,000. 
On this basis tax reduction by the next Congress in an amount 
as high as $500,000,000 has been cheerfully announced. 

President Coolidge’s address at the thirteenth regular meeting 
of the business organization of the Government must have 
considerably distressed many of the tax reduction forecasters. 
In the first place, the President called attention to the fact 
that the surplus for the current year is not available for tax 
reduction, but, as it should be, will be applied to reduction of 
the national debt. 

Furthermore, he was careful to point out that the estimated 
surplus for the fiscal year 1928, of $338,000,000 is in large 
part made up of expected receipts that would not recur in 
subsequent years. By way of further modification of tax 
reduction prospects, reference was made to the imperative 
need of flood control legislation and the probability that 
Congress would feel that it was expedient to make generous 
ippropriations for this purpose. : 

“One thing is certain,” declared the President, “unless we 
succeed in holding expenditures at about their present level, 
hope of further tax reduction will be gone.” 


‘HE press announcement on June 8th that Congress would 

be called into extra session in October appears to have been 
premature. On the afternoon of the same day, President 
Coolidge announced through his secretary that he had made no 
commitment on the extra session and considered it entirely 
too early to make a decision. 


NNOUNCEMENT has been made by the National Tax 
+1 Association of the appointment of a committee on “Sim- 
plification of the Income Tax,” to co-operate with the Simpiifi- 
cation Division of the Joint Congressional Committee on Internal 
Revenue Taxation. The members of the committee are George 
E. Holmes, chairman; Albert E. James, Hugh Satterlee, Henry 
H. Bond, Donald C. Arthur, Robert N. Miller and F. Morse 
Hubbard. The secretary is Charles B. McInnis, 15 William 
Street, New York. Any taxpayer who has suggestions for 
simplification of the law is invited to present them to the 
committee. 


The committee report will be presented at the Twentieth 
National Tax Association Conference, which will be held in 
Toronto from October 10 to 14. The report will be open to 
general discussion. 


‘THE total cost of government in the United States, including 
the aggregated expenditures of Federal, state and local 
authorities, as well as capital outlays and debt retirements, 
amounted to $11,124,000,000 for 1925, comparing with $10,983,- 
000,000 in 1924 and $2,919,000,000 in 1913, according to a study 
made by the National Industrial Conference Boards. 

After adjustment for the difference in purchasing power of 
the dollar, government expenditures in 1925 were 4% per cent 
smaller than in 1924. The decrease was due to the fact that 
expenditures of the Federal Government are gradually being 
brought nearer to a normal peace-time basis. 
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You can employ as Your 


WASHINGTON REPRESENTATIVE 


AN ESTABLISHED organization of specialists who 

will conscientiously handle your entire business, 
| economic and legal affairs with the Government. Our 
| services include regular contact with all Government 
offices in representing you and obtaining information; 
special research on commercial and industrial prob- 
lems, legal counsel and representation before the Fed- 
eral Departments or Courts, and special reports on all 
Government activities relating to your specific inter- 
ests. This is a specialized service to fit your individual 
requirements at a cost commensurate with the work 
performed. 





Address the Research Division and details will be furnished 
without obligation. 
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WENDELL C. HILL 
and Staff 


Consulting Economists Visualizing Statisticians 
| Hill Building WASHINGTON, D. C. Tel. Main. 10492 
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F. T.S. 


F. T. S. is the designation of the 
Foulke Tax Service—a revolutionary 
application of the well-known prin- 
ciples followed by CYC and Corpus 
Juris now for the first time applied 
to the Federal Income Tax Law. It 
makes unnecessary all the complicated 
loose leaves and special systems of 
filing, and puts at your finger tips all 
that you need in complete, compre- 
hensive, authoritative, and final form. 

Through F. T. S. you get the first 
exhaustive and searching analysis of 
the Federal Income Tax Law, you 
get the only work which fully dis- 
cusses legal principles underlying the 
Federal Income Tax Law, written 
after years of labor, by a practicing 
lawyer—Roland R. Foulke of the 
Philadelphia Bar. 

F. T. S. is the only tax service 
which is kept up-to-date all year 
round by a bound cumulative 
monthly supplement. 

No loose leaves to file or to get 
lost. 

F. T. S. requires no temporary or 
permanent cross reference tables to 
be referred to in order to find current 
rulings and decisions. In two simple 
indexes you find all that you want 
on any problem or case that con- 
fronts you. 

In short, F. T. S. gives you what 
you want, when you want it, and 
where you want it—all in one place. 


aeenenn@==Examination Order.-<<nase2=8 


Foulke Tax Service, 
505 Chestnut Street, 
Philadelphia, Pa. 


You may send me the first installment of F. T. S. for 
30 days’ FREE trial. If it is not what I want, it will be 
returned to you, but if it is, I will remit $10 and $20 on 
receipt of the new compilation and first monthly service— 
total $30 for one year. 
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Municipal, county, school district and other local adminis- 
trative bodies in 1925 disposed of $5,829,000,000, the greatest 
amount ever disbursed by them, against $5,421,000,000 in the 
previous year and $5,136,000,000 in 1923. State governments 
spent a total of $1,530,000,000 in 1925 as against $1,441,000,000 
in 1924 and $1,244,000,000 in 1923. 

Federal expenditures for the fiscal year 1925 were $3,765,- 
000,000, as against $4,121,000,000 and $3,885,000,000 in the two 
preceding years. Federal expenditures for 1926, however, show 
a slight increase, reaching a total of $3,936,000,000. 

While the nation’s total governmental expenditures for 1925 
show a 1.3 per cent increase over those of the preceding year, 
and an 8.4 per cent increase over 1923, the population, during 
the fiscal year 1924-25 at least, increased at a more rapid rate 
than did expenditures. In spite of the greater total of public 
expenditures, the total per capita cost of all government was 
slightly less than in the previous year. Total public expendi- 
tures per capita of population in 1925 were $96.41, as against 
$96.58 in 1924, and $91.90 in 1923. 





A PROGRAM designed to more satisfactorily administer the 

revenue laws has been worked out and is as rapidly as 
possible being put into effect, the Bureau of Internal Revenue 
has announced. 

“The basic aims of this program are, first, the prompt closing 
of that vast majority of income tax returns that do not give 
rise to any differences between the taxpayer and the Govern- 
ment. As a result of reforms instituted, of the 1926 tax 
returns filed on March 15th last, 70 per cent have already been 
audited and the cases closed. Secondly, the decentralization 
of administration in so far as practicable so as to permit the 
settlement of cases in the field by direct contact between the 
taxpayers and the Internal Revenue agents rather than in 
Washington. 

“The program has not by any means been completed and it 
is hoped that when Congress meets the Bureau will be in a 
position to outline further steps looking to administrative re- 
form along these lines. 

“But it must be emphasized that this program and reforms 
cannot be carried out unless the most efficient kind of an or- 
ganization is built up in.the field. With this in mind, the 
Bureau has been steadily increasing the efficiency of its field 
forces and building up a body of trained and experienced men 
competent to reach decisions and willing to assume responsi- 
bility. It has at the same time constantly sought to reduce 
the cost of administration, which has become particularly 
necessary at this time in view of the fact that Congress has 
reduced the Internal Revenue Bureau appropriation by $1,500,- 
000 for the next fiscal year. The possibility of effecting sav- 
ings is favored by the fact that the Revenue Act of 1926. 
through increased exemptions, reduced the number of income 
tax returns filed by approximately 2,500,000, while at the same 
time repeal of a number of excise taxes materially cut the 
burden placed on the offices of Collectors of Internal Revenue. 

“As part of this general program, the Internal Revenue 
Bureau has had under consideration the consolidation of a 
number of offices of Collectors of Internal Revenue. From 
its studies of the situation existing in the districts where such 
consolidation is contemplated it seems that these consolidations 
would effect a material saving without impairment of the service 
to the taxpayers. However, the suggestion of consolidation in 
a number of the states has aroused such a vigorous protest on 
the part of business men, chambers of commerce, and various 
civic organizations, that the Internal Revenue Bureau has de- 
cided to postpone for the time being the putting into effect 
of this part of the program in order to give further study 
to the situation in those districts with a view to deciding 
whether there is any justification for the protests that have 
been made. The Bureau believes that they are due to a mis- 
apprehension of the fact, but in deference to public sentiment 
in the communities affected, feels justified in making this post- 
ponement, particularly as this is only one step in a larger 
program which it believes must ultimately be carried out.” 


INCE reduction of the national debt reduces the fixed 
charges of the Federal Government and hence decreases 
revenue requirements, rivalry to make a superior showing 
in debt reduction is worthy of encouragement. However, 


Undersecretary Ogden L. Mills has been taken to task even 


by staid financial journals of unquestioned loyalty to his 
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political party for what was construed in his recent address 
before the New York State Bankers’ Association as an 
implication that the $6,611,000,000 reduction in the national 
debt since the peak on June 30, 1919, was accomplished 
under the Harding and Coolidge administrations. 

President Wilson was in office until March 4, 1921. At 
the end of the fiscal year, 1921 (June 30, 1921), the official 
figures of the Treasury Department show that the national 
debt was $1,505,783,810 less than on June 30, 1919. During 
the fiscal year 1920 there was a reduction of $1,184,116,007, 
which was niore than has been made in any single year 
since. 





6 Bear probabilities are that the amount of tax reduction 
made at the coming session of Congress will be less than 
that effected by the Revenue Act of 1926, William R. Green, 
chairman of the Ways and Means Committee, announced on 
June 22. His statement follows: 

“Much has been said about the amount of the surplus 
for the fiscal year ending June 30th of this year, but the 
Ways and Means Committee in determining the questions 
relating to tax reduction will have to be guided by the 
surplus which the fiscal year of 1928 and ensuing years 
would produce under the present rates, with such other 
income as the Treasury might derive from the miscellaneous 
receipts. The Treasury and the President have already 
pointed out that the surplus of the last fiscal year was 
largely made up of non-recurrent items. 

“While it is too earlv yet to state what the sur~lus would 
be if no changes were made in the present rates it does not 
look now as if it would be large enough to make any such 
reductions as were made by the last revenue bill. 

“Tt should also be kept in mind that on account of the 
failure of the Second Deficiency (appropriation) bill to pass 
the Senate that bill must be immediately passed by the next 
Congress and the amount thereof taken from the revenue 
of the fiscal year of 1928. Some of our revenues are falling 
off and will continue to decrease. Besides this, there is the 
matter of flood relief and some other items of large expense 
which did not have to be met out of the revenue of this fiscal 
year. 

“Altogether, there is nothing to warrant the belief that 
there would be any large surplus at the end of the next 
fiscal year and in making up the revenue laws we must look 
even beyond that ‘period. 

“Probably the reductions, if any, can only be made in 
one or two of the different sources of revenue. The cor- 
poration tax not having been reduced to correspond with 
the other taxes would seem to be out of line and to have 
strong claims for consideration, but every 1 per cent of 
reduction in the corporation tax takes off nearly $100,000,000 
and this reduction could not go very far without absorbing 
any surplus that is likely to exist.” 


NDER a reassignment of bureaus and offices in the Treas- 

ury Department, effective July 1, Undersecretary Ogden 
L. Mills takes supervision over the Bureau of Internal Revenue. 
In addition Mr. Mills will have general supervision over the 
Treasury finances, foreign loans, the section of financial and 
economic research, the office of chief clerk, government actuary 
and commissioner of accounts and deposits; (a) division of 
bookkeeping and warrants; (b) division of deposits. 


Significant Decisions of the Board of 
Tax Appeals 


Bad Debts.—Debts tentatively ascertained in one year by 
an officer of petitioner to be worthless, such action being 
finally approved by the board of directors and the debts 
charged off pursuant thereto in the following year, held to be 
a proper deduction from income for the latter vear under 
Section 234 (a) (5) of the Revenue Act of 1918.—Sonora 
Bank and Trust Company v. Commissioner, Dec. 2474. 


Bank Accounting.—Where a bank keeps its books of ac- 
count on the cash receipts and disbursements basis. except 
as to interest on securities owned, it will not be allowed to 
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Theory, Auditing and Problems 
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G. H. NEWLOvE, Ph.D., C.P.A. 
Associate Professor, Johns Hopkins University 


A three-volume digest of problems and 
questions given in 607 C. P. A. examina- 
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Volumes I and II 
Contain 264 problems and 3,894 ques- 
tions, classified in related groups, with 
lectures authenticated by 7,579 specific 
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ing authorities. 


Volume III 
Part I solves problems in Volume I; Part 
II problems in Volume II. Bound sep- 
arately or together. Time allowances 
are given so problems may be solved un- 
der C. P. A. conditions. 
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C] Volume II and Solutions, $7.50. 
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report interest on securities owned on the accrual basis, 
even though its books have been so kept over a long period 


of years.—Merchants National Bank v. Commissioner, Dec. 
2423. 


Bond Dividend.—On April 24, 1918, the petitioner was 
the sole stockholder of a corporation, and on that day the 
corporation declared, and he received, a bond dividend 
chargeable against corporate surplus and undivided profits 
in the amount of $600,000. He immediately sold the entire 
bond issue for $468,000. Held, that he realized taxable gain 
in the amount of the surplus and undivided profits accumulated 
after February 28, 1913, less the loss on the sale of the bonds. 
—Appeal of James W. Fuller, Jr., Dec. 2469. 

Business Expenses, Deductible.—Contributions to an or- 
ganization having for its purpose the gathering of statistics 
on imports and in keeping manufacturers advised of the 
tariff legislation, and to an organization having for its pur- 
pose the prevention of labor troubles were proper deductions 
from gross income as ordinary and necessary business ex- 
penses.—Richmond Hosiery Mills v. Commissioner, Dec. 2438. 


Amounts expended by petitioner, a professor of chemistry 
and a member of the faculty of the University of Pitts- 
burgh, in connection with the carrying on of his profession, 
in attending scientific meetings and conventions, constitute 
an ordinary and necessary business expense.—Alexander Sil- 
verman V. Commissioner Dec. 2463. 

Community Property.—A donation by a husband to his 
wife of his interest in an oil and gas lease which was com- 
munity property under the laws of Louisiana, vests in the 
wife the husband’s then interest in the lease as her separate 
property, and gain resulting from a subsequent sale by the 
wife should be taxed as her gain. 

The right of the husband under the laws of Louisiana to 
revoke a donation to his wife is a mere power and until ex- 
ercised the title to the property donated remains in the wife. 
—Walker v. Commissioner, Dec. 2424. 

Contracts, Exhaustion of —No allowance can be made for 
the exhaustion of the cost of a contract granting a perpetual 


paying plan of control for your own client. Clearly 
worked out so that you can see every step, you are 
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privilege to bottle Coca-Cola.—Coca-Cola Bottling Company 
v. Commissioner, Dec. 2457. 

Depletion of Timber.—The determination by a Commis- 
sioner of Internal Revenue of the March 1, 1913, value of 
timber for the purpose of determining the depletion allow- 
ance for any given year, does not preclude a Commissioner 
of Internal Revenue from determining a different value for 
the same timber to be used in the same way in the com- 
putation of the tax for another year—Appeal of Bayne City 
Lumber Company, Dec. 2467. 

Evidence, Insufficiency of.—The Board will not pass on 
whether one feature which might enter into petitioner’s 
computation of depreciation has been incorrectly deter- 
mined by the Commissioner, when full information is not 
available to show whether the depreciation as allowed or 
claimed is reasonable—San Angelo Telephone Company v. 
Commissioner, Dec. 2431. 


Income of Banks.—Fees and commissions earned by of- 
ficers of a national bank, acting as agents for insurance 
companies in the placing of insurance, are not income of 
the bank.—First National Bank of Sleepy Eye, Minn. v. Com- 
missioner. 

Inventories—A merchandise inventory taken as of De- 
cember 31, 1920, and priced according to manufacturers’ 
printed price list of June and July, 1920, is not an inventory 
at cost or market whichever is lower as of December 31, 
1920. The petitioner’s revision of such inventory based upon 
actual knowledge of market prices as of December 31, 1920, 
was properly used as a basis for computing gross merchan- 
dise gain for the year 1920.—Leighton Supply Company v. 
Commissioner, Dec. 2481. 

Invested Capital—Where a corporation acquired without 
cost in 1919 a contract for the hire of convict labor, held, 
that the value, if any, of such contract may not be included in 
invested capital. Held, further, that the evidence does not war- 
rant a finding that the contract had a value at the date of 
acquisition, the exhaustion of which may be spread over the 
life of the contract and an aliquot part of which may be de- 
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ducted from gross income in income-tax returns.—Kleeson 
Company v. Commissioner, Dec. 2433. 

Loss Allowances.—The usefulness of wrapping paper was 
changed by reason of a change in the size of petitioner’s 
loaves so that two wrappers were needed for’a loaf instead 
of one. Held, that there was neither deductible loss nor reduced 
inventory.—Liberty Baking Company v. Commissioner, Dec. 
2444. 

Deductions claimed for losses in business and for debts, 
represented by notes charged off, will not be allowed unless 
by satisfactory evidence it is shown that an actual loss in 
the one case has occurred or in the other, that satisfactory 
evidence shows there has been failure after proper efforts 
to collect or that investigation shows notes charged off to 
be worthless; the mere fact of charging off notes not being 
sufficient evidence of their worthlessness——H. B. Boyd v. 
Commissioner, Dec. 2464. 





At the time of the entry of the United States into the 
World War, taxpayer was engaged in the manufacture of 
automobile bodies. It immediately remodeled its plant and 
engaged in the manufacture of aeroplane parts for com- 
panies making aeroplanes for the United States. At the 
close of the war, the demand for aeroplane parts ceased. 
Taxpayer found that the demand for open car bodies had 
been lessened by that for closed bodies and early in the year 
1919, finding that it could not sell its plant or secure con- 
tracts for manufacturing anything for which it was suitable, 
leased it for a small rental. After deciding to go out of 
business it wrote down the book value of its depreciable as- 
sets to the alleged capitalized value of the net annual rental 
received from the lease. Held, that the amount so written off 
was not deductible from gross income under the provisions 
of Section 234 (a) of the Revenue Act of 1918.—Appeal of 
Troy Manufacturing Company, Dec. 2489. 

Oil and Gas Leases, Depletion of —Where the owners of 
an interest in an oil and gas lease sold and transferred their 
interest for a certain sum of money they are not entitled to 
a depletion allowance against any gain resulting from the 
sale, even though the consideration for the sale was payable 
solely out of royalties—Walker v. Commissioner, Dec. 2424. 


Oral Discussions.—The Board will disregard a question 
discussed orally at the hearing or on brief, when not pleaded 
in the original petition or raised by proper amendment here- 
to.—H. D. and J. K. Crossell, Inc. v. Commissioner, Dec. 2462. 

Paid-in Surplus.—Claim for paid-in surplus, based on an 
alleged gift of a contract by the stockholders to the cor- 
poration, denied, it appearing that the contract was acquired 
by the corporation from nonstockholders.—A. C. F. Gaso- 
line Company v. Commissioner, Dec. 2460. 


Partnérship Income.—The petitioner and his wife, prior 
to their marriage on April 9, 1919, formed a business part- 
nership in Michigan, each contributing property and serv- 
ices, and in the profits of which partnership they were to 
share equally. The business was conducted in the same 
manner after marriage, as before. The income arising dur- 
ing the period April 9, 1919, to December 31, 1923, from the 
business, was taxed all to the husband, the petitioner. Held, 
that one-half of the income was the property and income of the 
wife and should not have been included in petitioner’s income.— 
L. F. Sunlin v. Commissioner, Dec. 2440. 


Salary Deductions.—1. A salary was duly authorized by 
corporation action in 1912. The services were performed 
pursuant to said authorization in 1921 in which year the 
corporation was without funds to pay the salary. The 
salary was paid in 1922. The corporation accounted on the 
basis of cash receipts and disbursements. The salary was 
allowed as a deductible expense in 1922. 


2. Certain salaries of officers were authorized by cor- 
porate resolution in 1922, as and for the year 1922 but meas- 
ured by services and circumstances surrounding the pay- 
ment of salaries in 1921. Such salaries allowed as deduct- 
ible expenses in 1922. 


3. Salaries authorized and paid in a given year as and 
for salaries in a prior year are not allowable as deductible 
expenses in the year in which authorized and paid.—V aughan 
& Barnes, Inc. v. Commissioner, Dec. 2453. 
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Treasury Rulings 


Assessment and Collection of Tax.—A waiver executed 
by a corporation is not invalid by reason of the absence of 
the corporate seal thereon and the fact that it bears only 
the signature of the president of the taxpayer corporaticii 

The validity of a waiver or agreement by a taxpayer that 
the statute of limitations with respect to collections sha 
be waived, which was executed by the taxpayer prior to the 
enactment of the Revenue Act of 1926, is not affected by 
the absence of the Commissioner’s signature where the 
Commissioner has otherwise indicated his acceptance of the 
taxpayer’s offer to waive the statute of limitations by re- 
liance on, or parol acceptance of, the waiver in its terms. 

The decision of the Supreme Court of the United States 
in the case of Bowers v. The New York & Albany Lighterage 
Co. [T. D. 4009, Internai Revenue Bulletin VI-15, 18], is 
not applicable where the period of limitation with respect to 
the collection of tax was extended by an agreement in writ- 
ing by the Commissioner and the taxpayer, as provided for 
in Section 278 (d) and (e) of the Revenue Act of 1926.— 
G. C. M. 1682: VI-22-3250. 

Bank Mergers.—A union of national banks under the pro- 
visions of the Federal Act of November 7, 1918 (40 Stat., 
1043), constitutes a ‘“‘merger” as distinguished from a con- 
solidation. The holding contrary to this conclusion in 
Solicitor’s Recommendation 4152 (C. B. IV-1, 235) is over- 
ruled.—G. C. M. 1880: VI-25-3273. 

Charges, When Deductible——The amount of a judgment 
for commissions entered against a taxpayer in 1919 was not 
a proper deduction from gross income for that year where 
the taxpayer’s accounts were kept on the accrual basis and 
where an appeal was prosecuted and the judgment was af- 
firmed by the appellate court in a later vear—T. D. 4020: 
VI-24-3270. 

Consolidated Returns.— Where a tax is assessed upon the 
basis of a consolidated return, and one of the affiliated 
companies, on the basis of a separate return, would be 
entitled to the lower rate of tax allowed domestic insurance 
companies under the provisions of Section 246 (a) 1 of the 
Revenue Act of 1926, no part of the consolidated net income 
will be taxable at such lower rate unless the group of 
affiliated corporations as a whole can qualify as a domestic 
insurance company.—I. T. 2355: VI-21-3240. 

Deductions, Allowable (Revenue Act of 1926).—Where a 
corporation transferred certain shares of stock to a trustee 
under a revocable trust agreement, dividends on the stock 
received by the trustee being payable to an officer of the 
corporation as additional compensation, the amount thereof 
may be deducted by the corporation as a business expense, 
provided such amount together with other sums paid to the 
officer as compensation is reasonable——I. T. 2358: VI-22- 
3249. 

Depletion—Adjustments based on bonus or advanced roy- 
alty—In computing deduction for depletion under Article 
216 (a), Regulations 69, and corresponding provisions of 
Article 215, Regulations 45 and 62, and of Article 216, Regu- 
lations 65, as amended by Treasury Decision 3938 (C. B. 
V-2, 117), royalties expected to be received should not be 
reduced to present worth as of date of lease. The total 
expected royalties should be taken into consideration. 

The provisions of the articles in question have no appli- 
cation to a bonus received by a lessor of unproven areas. 
In the case of a nroven area, however, where the mineral 
content was known or was capable of being estimated at the 
time when the lease was granted and the bonus received, 
subdivision (a) of those articles should be given effect re- 
gardless of the fact that the area covered by the lease 
may have been nonproducing at that time.—I. T. 2361: VI- 
23-3256. 

Depreciation, Adjustments for. (Revenue Act of 1926.)— 
Certain real estate was devised by a testator to a trustee for 
the benefit of a life beneficiary with remainder to another 
person. The property was sold by the trustee at an advance 
over its appraised value at the date of the testator’s death. 

Held, that the equitable apportionment provided for in 
Article 161, Regulations 69, must be between the life tenant 
(the trustee) and the remainderman, and the life tenant 
allowed depreciation on the part of the fair market value 
apportioned to it, as the property was used in a_ trade 
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or business, irrespective of whether the terms of the will 
governing the trust property provided for keeping such 
property intact. The basis for determining gain or loss 
from a sale of the depreciable trust property by the trustee 
must be adjusted by the amount allowable to the trustee for 
depreciation whether or not such deduction was claimed 
by the trustee or formally allowed.—G. C. M. 1597: VI-22- 
3248. 

Gross Income—Bequest of Income from Trust Fund.— 
Annual payments made to a taxpaver by a trustee under a 
will and arising from the interest on a capital sum which 
had been set apart and invested by the trustee in accord- 
ance with the provisions of the will are not annual gifts 
or bequests to the taxpayer exempt from income tax under 
Section 213 (b) 3 of the Revenue Act of 1918, but income 
upon which a tax is imposed by that Act.—T. D. 4021: 
VI-25-3278. 

Interest on a Deficiency.—Interest on deficiencies in tax 
imposed by the Revenue Act of 1921 must be assessed in 
the same manner and subject to the same provisions and 
limitations as in the case of interest on deficiencies in tax 
imposed by the Revenue Act of 1926.—G. C. M. 1534: VI- 
21-3241. 

Losses.—The Circuit Court of Appeals, Second Circuit, in 
the case of Shearer v. Anderson (16 Fed. (2d) 995 [T. D. 
3860, C. B. V-1, 239]), held that a loss resulting from dam- 
age to an automobile maintained for personal use while in 
the unauthorized possession of the taxpayer’s chauffeur, and 
attributed to its overturning while being driven over an 
icy road and to the subsequent freezing of the motor, arose 
from a casualty which would be embraced within the term 
“other casualty” as used in Section 214 (a) 6 of Revenue 
Act of 1918. 

It is recommended that Office Decision 629 (C. B. 3, 158) 
and Office Decision 857 (C. B. 4, 160) be revoked in so far 
as inconsistent with the decision in the case above men- 
tioned.—G. C. M. 1802; VI-24-3263. 

Property Exchanges, Gain or Loss on (Revenue Act of 
1921).—No loss is recognized from the trading in of trucks 
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and passenger cars used for business purposes on new 
trucks and passenger cars to be used for like purposes.— 
I. T. 2356: VI-21-3242. 

Refund Claims.—Correspondence with a collector relative 
to procuring a copy of a return, in which it was stated that 
the taxpayer intended to file a claim for refund, but which 
did not set out any grounds upon which it expected to 
recover, is not sufficient to constitute an informal claim for 
refund.—G. C. M. 1766: VI-25-3274. 

Reorganization, Interpretation of.—The stockholders of 1 
company entered into a contract with two individuals for 
the organization of a new company. Alli the property of 
the old company was conveyed to the new company for 
51 per cent of the latter’s stock, and the old company dis- 
solved and surrendered its charter. 

Held, a reorganization was effected as defined in subdivi- 
sion (h) (1) (A) of Section 203 of the Revenue Act of 1924. 

Such subdivision is not inconsistent with subdivision 
(h) (1) (B) of Section 203.—G. C. M. 1753: VI-23-3257. 

Tax-exempt Corporations.—A corporation organized (1) 
to encourage more careful study of the merchant’s economic 
function and educate members to higher business standards; 
(2) to search out and secure the adoption of such better 
business methods as will result in most economical mer- 
chandise distribution; (3) to encourage uniformity of trade 
practices and the reform of commercial evils; (4) and to 
promote and maintain such friendly cooperation among 
retail merchants as will advance their mutual interests and 
extend their usefulness by more efficient service to the pub- 
lic, no part of the net income of which inures to the benefit 
of any private member or individual, is exempt under the 
provisions of Section 231 (7) of the Revenue Acts of 1918, 
1921, 1924, and 1926.—I. T. 2362: VI-24-3261. 

Trusts, Income from (Revenue Act of 1918).—Beneficia- 
ries under a trust receiving income therefrom part of which 
consisted of rents and royalties derived from the leasing, 
use, or operation of mines, oil wells, and similar property 
are not entitled to depletion in proportion to their respective 
fractional interests in the trust—G. C. M. 1673: VI-21-3243. 
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Income Tax Revision in 1928 
(Continued from page 252) 


Of all the foregoing exceptions the one with which 
the writer is most sympathetic is the last, but the 
writer does not believe that the way to accomplish the 
taxation of exempt income is by indirection. If it 
is the settled policy of the country to exempt the 
interest on State and municipal securities and other 
classes of securities named in the Revenue Act, then 
there is no reason why that income should be recog- 
nized as income at all. The statute should properly 
deal with taxable income and should not go out of its 
way to create complicated exceptions to a uniform 
application of the law merely because a specific exemp- 
tion creates a class of favored taxpayers. 

With the foregoing provisions eliminated, the com- 
putation of a net loss would be simple, since it would 
be in all cases the actual statutory net loss as shown 
on a taxpayer’s return. 

Section 206 (c) recognizes a further difficulty aris- 
ing from the capital gain and loss provisions, and for 
reasons hereafter stated it is suggested that this sub- 
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division be eliminated, and the same applies to Section 
206 (d). 

Section 206 (e) applies only to the transition pe- 
riod between the 1921 and, 1924 Acts resulting from 
the three-year provision and will be necessary in any 
subsequent Act, and the same applies to Section 
206 (f) relating to calendar years, although for the 
sake of simplicity it might be entirely proper to elimi- 
nate Section 206 (f) and allow net losses deductible 
after its passage to be computed along the simple 
lines above suggested. 

(6) Fiscal year adjustments. 


Section 207 outlines in extensive detail the exact 
manner of applying the tax in the case of fiscal years 
running from the period during which one Revenue 
Act is applicable into a period during which a later 
Act applies. The substance of this provision appears 
first in the Act of 1918 and has been repeated in each 
of the successive Acts, although in the case of corpo- 
rations under the 1916 and 1917 Acts similar pro- 
visions existed. 

The reason for the earlier provisions was primarily 
that rates of tax were being either rapidly advanced 
or rapidly reduced, and in fairness all taxpayers should 
be placed upon a substantially equal basis. If this 
should not be so markedly true in the next Revenue 
Act, it might be very proper to consider whether, 
in the case of fiscal returns falling in the first effective 
year under the new Act, the tax as imposed in that 
Act should not be imposed for the entire fiscal year, 
thereby making the reduction effective somewhat 
earlier to corporations and individuals operating on a 
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fiscal year basis. This suggestion is made purely for 
simplicity and a manifest objection to it is that it 
creates a discrimination for which there can be no 
moral defense. Nevertheless, unless the differences 
in rate are very substantial, it would seem wise to 
eliminate the complications which arise from the impo- 
sition of two different tax rates in a single return. 


Exchange: of Second Liberty 44s for 
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Department to Be Taxable 


HE exchange of Second Liberty loan converted 

414 per cent bonds for the new issue of five year 
314 per cent notes, to mature March 15, 1932, but 
which are callable after March 15, 1930, in accordance 
with the Treasury Department’s refinancing plan, which 
was announced in March, was a taxable transaction, 
according to a ruling of the Treasury Department. 
I. T. 2359, VI-23-3254. 

The following questions have been raised in con- 
nection with the exchange of the securities: 

(1) Will the duplicate interest received between 
March 15 and May 15 be considered as tax-exempt 
interest? 

(2) Will the exchange be considered as a closed 
transaction, and the profit and loss taken on the 
principal ? 

(3) Will the duplication of interest affect the gain 
or loss on principal in any way? 

The questions are answered by the Bureau of In- 
ternal Revenue as follows: 
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“The fact that interest on the Liberty bonds was paid for 
the period extending up to May 15, 1927, while the Treasury 
notes bear interest from March 15, 1927, does not change the 
status of such interest for income tax purposes. As such 
interest has the status of interest on Liberty bonds and Treas- 
ury notes, respectively, it is exempt for the purpose of the 
normal income tax. 

“With reference to the second question, attention is directed 
to the fact that the bonds in question were not callable for 
redemption until November 15, 1927, and that the turning in 
of the bonds was in accordance with the terms of Circular 
No. 379; that is, in exchange for the Treasury notes. Accord- 
ingly, it was a disposition of the Liberty bonds by way of ex- 
change. A disposition of property by way of exchange is 
such a transaction as to result in gain or loss for income tax 
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purposes under Section 202 of the Revenue Act of 1926 unless 
the exchange is such as to come within one of the exceptions 
specified in Section 203. The exchange to which the inquiry 
pertains does not come within any of such exceptions, and it 
was, therefore, a closed transaction such as to result in a 
gain or loss for income tax purposes. The amount of the 
consideration received was the fair market value at the date 
of exchange of the Treasury notes so received, and the gain 
or loss so resulting is found by comparing the amount of such 
consideration with the cost or other basis of the Liberty bonds. 


“The gain or loss resulting from the disposition of the 
Liberty bonds, computed as above specified, is not affected by 
the fact that interest was or is payable on both the bonds and 
notes for the period from March 15 to May 15, 1927.” 
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but the remedy should come from a decrease in the 
number of cases being filed with the Board and a 
serious effort to settle or stipulate those now pending, 
so far as possible. I have said that 75 per cent of 
the cases filed are disposed of either by stipulation 
between the parties or by dismissal. This 75 per cent 
represents appeals that need never have come to us. 
A great many of the cases whicli are disposed of by 
decision of the Board never should have come to us. 

Counsel representing taxpayers may help to a sub- 
stantial degree in clearing this congestion. Experience 
leads me to make the following suggestions: First, 
that the complete facts be set before the representatives 
of the office of the Commissioner of Internal Revenue 
when the tax liability is first questioned and that this 
be done in such a way that a permanent record is made. 
All too frequently the facts are either not presented 
to the Bureau or are presented in such.a way that the 
person who is called upon to make the final decision 
does not have before him the facts which were pre- 
sented; secondly, that the taxpayers and their repre- 
sentatives refrain from filing appeals merely as a mat- 
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American Association of University Instructors in Ac- 
counting, Mr. Edward E. Gore, C.P.A., of Chicago, and 
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“* * * The modern tendencies of accounting practice are such 
as * * * call for training in the law in directions that have 
heretofore failed of recognition. This tendency suggests the 
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education of the public accountant * * *, These courses of 
study are almost entirely of a legal nature. * * * It is cer- 
tain that both the accountant and the lawyer need to know more 
about each other’s profession than 
has ever been the case before.” 
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ter of form and because it costs little. If proper in- 
vestigation is made to determine whether any error has 
in fact been committed, whether the facts relied upon 
can be proven by competent evidence and whether the 
law will justify the position taken, the appeals filed will 
be substantially less; third, an appeal having once been 
filed should be thoroughly prepared on the basis of evi- 
dence competent in a court of law. All too frequently 
this is not done. It has even been suggested that it may 
be necessary to change the law to impose costs upon 
the party who loses, thus giving the taxpayer some 
reason to consider his possibilities of success before 
filing his appeal and granting him a return of some 
part of his costs if he is successful. In the fourth 
place, I suggest that attempts be made to stipulate the 
facts so far as is possible, such stipulations not only 
conserving the time spent in hearings but making it 
much easier to prepare and insure accuracy in the find- 
ings of fact. My fifth and last suggestion is that more 
care be taken in the preparation of proposed findings of 
fact and brief. 

It is interesting to note that the number of cases be- 
ing settled by stipulation is constantly increasing and it 
is to be hoped that this increase will continue and that, 
where it is impossible to stipulate either the correct tax 
liability or all of the facts in the case, as many of the 
facts as possible will be stipulated. Stipulation not only 
saves the time of the Board but lightens the burden 
of the parties. 

An increase in the number of members of the Board 
has frequently been suggested. Such a thought must be 
considered with the question whether uniformity in 
Board decisions is desirable. The larger such a body is, 
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the more unwieldy it becomes, until the point is reached 
where the additional effort in passing decisions through 
the whole Board is greater than that available through 
the increased membership. 


I have discussed these problems which face the 
Board because they vitally affect the business of the 
country and many, if not all, of the taxpayers. The 
business interests have demanded that the tax liability 
be finally settled at as early a date as possible. They 
have also demanded that disputed tax liability be de- 
termined before payment is required. If these de- 
mands are to be met some means must be found which 
will enable the Board to decide these appeals within 
a reasonable time after they are filed. The business 
interests look to the attorneys and the Bar associations 
of the country for the suggestions which will accom- 
plish that purpose. I am confident that the Board can 
hear and determine those cases which should properly 
be brought before it, either because there is a real dis- 
pute with regard to the facts or with regard to the 
proper interpretation of the law. Some steps must be 
taken which will eliminate the appeals which are 
brought before us to such cases, if we are to perform 
our functions. 
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10.082 10.137 


10.586] 10.644 
11.090 11.151 





, ‘ 0 .099 .230 
25 12.397 12.466 12.534 12. 603} 12. ae: 12.740 
NOTE a A QUICKLY YOU ARRIVE AT THE FIGURE 


U WANT WITH ABOVE TABLES. 
CALENDAR TABLE SHOWS 


THAT NOV. 11TH IS........ 315TH DAY OF YEAR. 
CALENDAR TABLE SHOWS 

THAT MAY 3RD JS........... 123RD DAY OF YEAR. 
SIMPLE SUBTRACTION 

BEF BME 6c dec ricvovecccccese 192 UNEXPIRED DAYS. 


TABLE INSTANTLY SHOWS THAT $12.099 IS THE 

CORRECT AMOUNT OF UNEXPIRED PREMIUM PER 

THOUSAND. 

It is no longer necessary for accountants to spend 

costly hours in computing exact amounts of unex- 

pired insurance and accrued interest, or in making 

other pro rata calculations. 

The figure you want will be at the point of 
your pencil with “UNEXPIRED INSURANCE 
PREMIUM TABLES” on your desk. 


THE NATIONAL INCOME TAX MAGAZINE 











Calendar to Be Used in Determining Number of Unexpired Days Between Any Two Dates 


213 Nov. 1 305 = 

ote H sor The most sim- 

216 4 308 ple; the most 

217 5 309 accurate; the 

a ey most rapid 
Pro-rata Cal- 

aot 8 312 | culating Table 





222 ever devised. 
224 3 
187 188 189 190 191 102 ) 193 


0 3 . 
10.411 10. 466 10.5211 10. 57: 
10.932 10.989 11 047 11.10: 


11.452 11.512 : 1.63: 

1.973 -Q36 16: 

290 . G - , 4 . - 4 ae 2.69 
12.808 12.877]12.94 2014 682 13.151/13.21' 


These tables instantly give the expired or unex- 
pired portion of any amount (Dollars and Cents) 
to be prorated for any period. They comprise a 
time and labor saving device whose value already 
has been recognized by thousands of accountants, 
auditors, bookkeepers, and insurance companies. 


An additional feature of the tables is a simple 
calendar for finding quickly the number of days 
between any two dates. These tables represent 
the combined effort and thought of a great many 
accountants, auditors, and mathematicians. They 
have been tested and verified on calculating ma- 
chines and are absolutely correct. Their arrange- 
ment is so very simple that you will marvel at the 
speed and lack of effort experienced in their use. 


Price: $5.00. Write us for quantity price. 


The Accounting Appliance Company 
Room 1908, 233 So. La Salle Street 


Chicago, Illinois 


July, 1927 


Can You Do This Problem in 30 Seconds? 


What would be the correct amount of unexpired premium per thousand on the following insur- 
ance policy; annual premium $23.00 per thousand, policy expiring Nov. 11th and cancelled 












































“We Are Not Interested” 


One of our salesmen calling on the Comptroller of a large firm was told, 
“We are not interested.” 

“But, Mr. Smith,” replied our salesman, “you haven’t given me an oppor- 
tunity to tell you about the Mercedes. It—” 

“Young man, we're not interested in your machine. We own a number of 
calculating machines now which are very satisfactory. Our reports are finished 
on time and we are not in the market for any more equipment.” 

“Mr. Smith, regardless of how many calculating machines you have, the 
Mercedes will interest you. It is not an ordinary electric machine but entirely 
automatic in operation. ‘The Mercedes is the FASTEST MULTIPLYING 
and DIVIDING MACHINE in existence.” 

The Comptroller appeared irritated at the last statement. He recalled sev- 
eral salesmen of other machines making similar statement about their products. 

Our salesman continued: “You seem to doubt my statement, but we can 
prove this a fact. Mr. Smith, about how many extensions per day per machine 
do you handle in your Bills Payable Department, that is, in verifying invoices?” 

The Comptroller showed embarrassment as he did not know the actual pro- 
duction of each operator. ‘Well, let’s see,” replied the Comptroller, “we have 
about 600 invoices daily with about eight extensions on each invoice. ‘That 
makes 4800 extensions with two operators—an average of 2400 extensions per 
day per machine.” 

“Do you know that the Mercedes calculates from 4000 to 6000 extensions a 
day,” said the salesman. ‘In other words, one Mercedes will easily accomplish 
the work of the two machines you are now using, saving the salary of one oper- 
ator each year, and this extra operator can be used on other work profitably.” 

“The Mercedes is not only the most economical machine for simple bill ex- 
tending but also for statistical work, costs, pay-rolls, etc. I want to give you 
a demonstration without obligation and show you all the unique Mercedes fea- 
tures on your figure work. In division the Mercedes is also entirely automatic, 
only requiring the operator to ‘write the problem.’ In prorating or figuring 
departmental costs or percentages, the Mercedes balances to 100% and elimi- 
nates ‘plugging in’ the terminal figures.” 

The Comptroller appeared impressed. ‘Call tomorrow at 10 o'clock and 
give us a demonstration of the Mercedes. I want you to prove your state- 
ments!” 

WHY DON’T YOU HAVE A DEMONSTRATION OF THE MER- 
CEDES WITHOUT OBLIGATION AND LET US SHOW YOU 
HOW TO CUT CALCULATING COSTS. 

WRITE TODAY. Our nearest representative will call <t your con- 


venience. 


RALPH C. COXHEAD CORPORATION 
MERCEDES AUTOMATIC ELECTRIC CALCULATING MACHINE 


Woolworth Building 
New York, N. Y. 


Agents in Principal Cities of the United States and Canada. 

























































































































































































the Short Wary strough Figures 


The Marchant Calculator plus any 
member of the Office Organization 
and not a specially trained “Operator” 
but any member. The figures go in- 
to the machine smoothly, the re- 
sults are 100% accurate, and, 

the problem completed, the fig- 

ures are dismissed with a 

flick of the fingers—never 

a crank to twist with 

thelightning clearance 

of the Marchant 

Super Automatic. 


Right hand control—the left is free 
to follow the figures on the sheet. 
Three dials, each read on a straight 
line of closely spaced openings— 
closely spaced for easy natural read- 
ing. True figures in each dial. 
There is no need to bother 

with complementary figures. 

The Marchant is there to 

take out all of the com- 

plications — to make 

figure work a short 


cut to results. 


“The Complete Figuring 
Ma hine” 


Let our local representative show you how well Marchant 

is adapted to your figuring needs—see the Super Automatic 

short-cut its way thru the day’s work. No obligation at 
all. It will be a pleasure to show you a Marchant. 


MARCHANT 


CALCULATING MACHINE COMPANY 
OAKLAND, CALIFORNIA 

















